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DOCKET NO. E-04204A-06-0-83IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR APPROVAL OF
THE ESTABLISHMENT OF JUST AND
REASONABLE PATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS ELECTRIC,
INC.

STAFF'S REPLY BRIEF

REDACTED

11

1. INTRODUCTION.12

13 UNS Electric, Inc. ("UNSE" or "Company") the Company has not met its burden of proof

14 for its proposed rate increase or for its rate design proposals that are different than those

15 recommended by Staff. Nothing in the Company's Opening Brief compels adoption of the

16 Company's position on disputed matters. The following discussion, as well as Staff's Opening Brief,

17 demonstrates why Staff's recommendations should be adopted.

18

19 UNSE's Brief fails to recognize Staff's Final Accounting Schedules. Staffs final accounting

20 schedules were filed on October 16, 2007. These are identical to Staff Exhibit S-60 which was filed

21 when Staff witness Ralph Smith testified. In those schedules, Staff updated certain adjustments in

22 response to UNSE's rejoinder testimony. Attached to UNSE's brief is UNSE witness Dukes'

11. RATE BASE.

23 Rejoinder Exhibit DID-6. UNSE's Brief apparently has relied upon that rejoinder exhibit but

24 ignores changes made to the Staff"s final rate base, net operating income and revenue requirement

by Staff witness Ralph Smith at the hearings. UNSE's Brief does not recognize Staff's final25

26

27

28

re comme nda tions  on a ny of the s e  a re a s , but only a ddre s s e s  the  pos itions  in S ta ffs  s urre butta l

sche dule s . For a n a ccura te  pre se nta tion of S ta ffs  re comme nda tions , one  should the re fore  look to



a tta che d to UNS E's  brie f, to the  e xte nt incons is te nt with thos e  s che dule s .

A. The Commission Should Not Include Construction Work in Progress ("CWIP")
in Rate Base.

1 S ta ff's  fina l a ccounting  s che du le s ,  file d  on  O c tobe r 16 ,  2007 ,  a nd  no t to  the  p re s e n ta tion  in  a nd

2

3

4

5

6

1. The company has not justified any compelling circumstances to justify
CWIP's inclusion in rate base.

UNS E's  Brie f a t pp.10-15 re ite ra te s  the  Compa ny's  a rgume nts  for including CWIP  in ra te

7 ba s e . S ta ff continue s  to re comme nd tha t the  $10.8 million of CWIP UNS E has  proposed not be

8 included in ra te  base  because  of the  reasons  described in the  direct and surrebutta l te s timony of S ta ff

9 witne ss  Ra lph C. S mith. The  Compa ny ha s  not jus tifie d including CWIP  in ra te  ba se .

10 The  Compa ny's  Brie f a t pa ge  15 a rgue s  tha t "utility commis s ions  a cros s  the  country ha ve

l l incorpora te d CWIP  in ra te  ba se  to a ddre ss  ne e ds  fa r le s s  e xige nt tha n those  fa cing UNS Ele ctric."

1 2

1 3

1 4

1 5

1 6

1 7

Howeve r, many s ta te  regula tory commiss ions  do not a llow CWIP  in ra te  ba se . UNSE's  Brie f cite s  a

ha ndfu l tha t do , bu t fa ils  to  a cknowle dge  the  ma ny o the rs  tha t do  no t. Additiona lly, while

e la bora ting e xte ns ive ly on the  findings  tha t UNS E ha s  s e le ctive ly cite d from othe r s ta te s , UNS E

fa ils  to a ddre s s  the  s ta nda rd for including CWIP  in ra te  ba s e  in Arizona . This  Commis s ion ha s  a

longs ta nding policy of not including CWIP  in ra te  ba se  e xce pt unde r e xtra ordina ry circums ta nce s ,

s uch a s  the  cons truction of a  ma jor nucle a r pla nt or a  s ma ll wa te r compa ny tha t is  in e xtre me

18 fina ncia l difficulty. Ordina ry utility ope ra tions  in Arizona  with s ome  CWIP  a re  quite  common, but,

19 except in such extraordina ry circumstances , CWIP is  not included in ra te  base .

20 More ove r, the re  a re  good  re a s ons  fo r no t inc lud ing  CWIP  in  ra te  ba s e . To  b rie fly

2 1 summa rize :

(1)22

23

24

25

26

27

28

Inclus ion of CWIP  in ra te  ba se  is  a n e xce ption to the  Commiss ion's  norma l pra ctice ,

a nd UNS  Ele ctric ha s  not me t its  burde n of proof s howing why it re quire s  s uch a n

e xce ptiona l ra te ma king tre a tme nt. UNS  Ele ctric ha s  not de mons tra te d tha t it is  in

financia l dis tre ss , or tha t it would be  unable  to obta in financing a t a  reasonable  cos t if

the  norma l practice  of excluding CWIP from ra te  base  is  followed in the  current case .

S ta ff witne ss  Da vid P a rce ll a ddre sse s  how S ta ff"s recommenda tions  should enable

UNS Electric to continue  to have  access  to financing a t a  reasonable  cos t. Mr. Pa rce ll

2



1 a lso addresses  the  de te rmina tion of a  fa ir ra te  of re turn tha t would a llow UNS Electric

2 In  m a kin g  h is  c o s t  o f c a p ita l

o f a n d  h a s  ta ke n3

to  a ttra c t ne w ca p ita l on  re a s ona b le  te rms .

re comme nda tions , Mr. P urce ll ha s  be e n  ma de

4

5

a wa re into

cons ide ra tion  UNS  Ele ctric ' propos a l to  include  CWIP  in  ra te  ba s e  a nd S ta ff's

recommenda tion tha t CWIP not be  included in ra te  base  in this  ca se . UNS Electric is

6

7

8

9

10

11

12 (2)

13

14 (3)

15

16

17

18

19

20

21

22

23

24

e xpe rie ncing ra pid growth in cus tome rs , but it is  not in fina ncia l dis tre ss . At pa ge  27

o f h is  re b u tta l te s timo n y,  a t lin e s  8 -1 2 ,  Mr.  G ra n t a g re e s  with  Mr.  P a rce ll's

conclus ion  tha t CWIP  is  not ne ce s s a ry for UNS  Ele ctric  to  a ttra ct ca pita l, a nd

conce de s  tha t: "ove r the  s hort-te rm, a s s uming no s ignifica nt cha nge s  occur in the

ca pita l ma rke ts , tha t UNS  Ele ctric could proba bly a ttra ct a dditiona l ca pita l without

having CWIP in ra te  base ."

The  CWIP  wa s  not in s e rvice  a t the  e nd of the  te s t ye a r. As  of J une  30, 2006, the

construction projects  were  not se rving customers .

The  Compa ny ha s  not de mons tra te d tha t its  June  30, 2006 CWIP  ba la nce  wa s  for

non-re ve nue  producing a nd non-e xpe nse  re ducing pla nt. Much of the  cons truction

appea rs  to be  re la ted to se rving cus tomer growth, i.e ., to be  revenue  producing. Tes t

year revenues have  been annualized to year-end customer leve ls . However, revenues

ha ve  not be e n e xte nde d be yond the  te s t ye a r to corre spond with cus tome r growth.

He nce , including the  inve s tme nt in ra te  ba s e , without re cognizing the  incre me nta l

re ve nue  it s upports , would be  imba la nce d. S ome  of the  fa cilitie s  tha t a re  be ing

cons tructe d will be  use d subse que nt to the  te s t ye a r e nding June  30, 2006 to se rve

a dditiona l cus tome rs . It would not be  a ppropria te  to include  the  inve s tme nt tha t will

s e rve  thos e  ne w cus tome rs  without a ls o  including the  re ve nue s  tha t would  be

re ce ive d from thos e  cus tome rs . In othe r words , a llowa nce  of CWIP  in ra te  ba s e

25

26

27

28

would re s ult in a  mis ma tch in the  ra te ma king proce s s . Additiona lly, s ome  of the

p la n t be ing  a dde d , s uch  a s  ma in  re p la ce me nts , cou ld  re s u lt in  a  re duction  in

ma inte na nce  e xpe nditure s  which would not be  re fle cte d in the  te s t pe riod. The

inclus ion of CWIP  in ra te  ba se , the re fore , cre a te s  a n imba la nce  in the  re la tionships

3



(4)
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(5)

11

12

13

14

15

16

be twe e n ra te  ba se  se rving cus tome rs  a nd the  re ve nue s  be ing provide d to the  utility

from cus tome rs  who we re  ta king se rvice  during the  te s t ye a r. Conse que ntly, CWIP

should not be  a llowe d in ra te  ba se  unle s s  the re  a re  ve ry compe lling circums ta nce s

which would warrant an exception to the  genera l rule .

UNS Electric accrues  a  re turn, representing its  financing cos ts  during the  cons truction

pe riod , ca lle d  Allowa nce  for Funds  Us e d During  Cons truction  (AFUDC). This

AFUDC re tu rn  a ccoun ts  fo r the  u tility's  fina ncing  cos t du ring  the  cons mction

pe riod.

Othe r la rge  Arizona  utilitie s  a re  a lso fa cing cus tome r growth a nd s imila r "re gula tory

lag" is sues  to UNS Electric. Ye t, S ta ff's  re sea rch has  revea led tha t none  of the  la rge

Arizona  utilitie s  have  CWIP in ra te  base . UNS Electric has  fa iled to demons tra te  tha t

its  circums ta nce s  a re  so diffe re nt a nd unique  tha t it re quire s  a  s ignifica ntly diffe re nt

re gula tory tre a tme nt for CWIP .

While  the  Compa ny ha s  s ta te d tha t inclus ion of CWIP  in ra te  ba s e  could re s ult in

de fe ns ing  the  filing  o f its  ne xt ra te  ca s e , the  Compa ny ha s  ma de  no  s pe cific

enforceable  commitments  to a  filing mora torium pe riod.

17 In the  curre nt ca s e , UNS  Ele ctric ha s  not de mons tra te d convincingly tha t it re quire s  a n

18 exception to the  Commission's  s tandard ra temaking trea tment of excluding CWIP from ra te  base .

19 The  s itua tion for UNS E with re spe ct to CWIP  is  virtua lly ide ntica l to the  re ce ntly de cide d ra te  ca se

20 involving UNS E's  a ffilia te  UNS  Ga s . The  Commis s ion re je cte d UNS  Ga s ' re que s t for inclus ion of

21 CWIP in ra te  base  (and UNS Gas ' othe r va ria tions  of this  reques t, including pos t-te s t-yea r plant and

22 a n a tte mpt by UNS  Ga s  to not re fle ct Cus tome r Adva nce s  a s  a  ra te  ba se  re duction. The  s itua tions

23 for UNS E a nd  UNS  Ga s  re ga rd ing  CWIP  a re  virtua lly ind is tingu is ha b le  with  re s pe ct to  the

24 ra te ma king principle s . The  Commiss ion should the re fore  re a ch the  e xa ct s a me  de cis ion for UNS E

25 tha t it jus t re ce ntly re a che d for UNS  Ga s .

26 The  Compa ny pre s e nte d te s timony on the  growth ra te s  in both Moha ve  a nd S a nta  Cruz

27 countie s  through witne s s  Thoma s  Fe n'y. Mr. Fe rry te s tifie d  tha t UNS E s e rve s  the  ma jority of

28

(6)
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1

2

3

4

5

6

7

Moha ve  a nd S a nta  Cruz Countie s .1 It s e rve s  a pproxima te ly 72,200 cus tome rs  in Moha ve  County

a nd 19,650 cus tome rs  in S a nta  Cruz County.2 The  Countie s  include  the  citie s  of Kins ma n, La ke

Havasu City and Noga le s . Cus tomer growth during the  te s t yea r pe riod, according to Mr. Fe rry, was

4.8 pe rcent for Mohave  County and 5.8 pe rcent for Santa  Cruz County.3 Mr. Fe rry a lso te s tified tha t

a pproxima te ly 85% of UNSE's  cus tome rs  a re  re s ide ntia l, a nd l5% a re  comme rcia l.4 Le ss  tha n one

percent of customers a re  industria l.5

The Sta ff does not dis pute  tha t the  Compa ny is  e xpe rie ncing growth. But a s  S ta ff witne s s

8 Smith pointed out during cross-examina tion, so a re  most othe r utilitie s  in Arizona .

9 "Q~

10

[BY UNS E ATTORNEY P ATTEN]: You ha ve n 't d is pu te d  Mr. Gra n t's
s ta tement tha t UNS Electric's  ne t plant investment on a  per customer basis
increased by 19.1 percent?

11

12

13

[BY S TAFF WITNES S  S MITI-I]: I d idn 't d is pute  it, bu t the n  I d idn 't -
you know, I didn't re a lly try to -- I didn't think it wa s  pa rticula rly re le va nt
in vie w of the  CWIP  is s ue , be ca us e  othe r utilitie s  in the  s ta te  a ls o ha ve
growth. It's  tru e  th a t UNS 's  g ro wth  mig h t b e  a t a  mo re  ra p id  ra te
re ce ntly, but othe r utilitie s  tha t don't ha ve  CWIP  in ra te  ba s e  a re  a ls o
experiencing growth. They opera te  in the  s ta te  and the  s ta te  is  growing.

916

14

15

16

17

18

A re vie w of re ce nt Commis s ion orde rs  re ve a ls  tha t a lmos t a ll Applica nts  ha d re que s te d

Commiss ion authoriza tion to include  CWIP in ra te  base .7 One  of the  predominant reasons  given by

the  Applica nts  wa s  cus tome r growth.8 In Arizona , cus tome r growth is  the  norm ra the r tha n the

exception.

19

20

21

22

UNS E a lso re lie s  upon othe r "unique  a nd unpre ce de nte d fa ctors" to jus tify inclus ion in ra te

ba se  in this  ca se . For ins ta nce , othe r tha n growth, it urge s  the  Commiss ion to a llow CWIP  in ra te

base  because  its  wholesa le  full requirements  contract with PWCC is  se t to expire  a t the  end of May,

2008 a nd a t the  s a me  time  it mus t re fina nce  a ll of its  de bt, a pproxima te ly $60 million, in Augus t,

23

24
1

25 2
3

26 4
5

27 6
7

28

Thomas  J . Ferry Direct Tes t. (Ex. UNSE-20) a t 3.
Id .
Id .
Id .
Id .
Tr. a t 1206.
See  Arizona  Public Service  Co., ACC Docket No. E-01345A-05-0816, E-01345A-05-0826 & E-01345A-05-0827,

Decis ion No. 69663 (June 28, 2007).
8 UNS E Initia l Br. At 10-11.

A.

5



[BY MR. P ATTEN]: Would  you  s till re je c t a n  a llowa nce  fo r CWIP  in
ra te  base  if it led to higher cos ts  for acquiring replacement power?

[BY MR. S MITH]: The  cos ts  o f a cqu iring  re p la ce me n t powe r a nd
CWIP a re  two diffe rent issues .

Q. Do you unde rs ta nd tha t if UNS E's  c re dit is  poor e nough it ma y be  una ble
to a cquire  ce rta in powe r re s ource s  e xce pt through the  s pot ma rke t?

A. I've  re vie we d the  compa ny's  procure me nt pla n for purcha s e d powe r, a nd
tha t pla n...doe s n 't indica te  tha t tha t's  the  compa ny's  pla n to only procure
powe r on the  s pot ma rke t.

* * * *

Q. It ' s  fa ir  to  s a y th a t  if th e  c o m p a n y's  c re d it  is  n o t  wh e re  th e  p o we r
ma rke te rs  think it s hould be  tha t the  cos t of tha t powe r will go up or it ma y
e ve n be come  una va ila ble , corre ct?

Or the re  could be  othe r a rra nge me nts  re a che d s uch a s  s ome  s ort of cre dit
ba cking from UniS ource  Ene rgy or one  of the  o the r a ffilia te d  compa nie s
tha t wou ld  s ta nd  be h ind  it a nd  he lp  UNS  E le c tric  ob ta in  the  te mpora ry
cre dit s upport it needed.

Bu t th e  c o m p a n y's  p ro c u re m e n t p la n ,  wh ic h  u n d e rs ta n d  re fle c ts  th e
c o m p a n y's  u n d e rs ta n d in g  o f its  c u rre n t s itu a tio n ,  re fle c ts  a  va rie ty o f
powe r purcha s e s . It's  no t lim ite d  to  100  pe rc e n t s po t powe r. S o  your
h yp o th e t ic a l is  in c o n s is te n t  with  th e  c o m p a n y's  o wn  p ro c u re m e n t
docume nts .

Q. We ll, the  procure me nt pla n is  a  pla n tha t the y would hope  to e xe cute . If
the  compa ny's  fina ncia l s itua tion is  such tha t it ma y inte rfe re  with tha t, is
it fa ir to say tha t they may be  unable  to execute  tha t plan?

1 2008.9 The  Compa ny's  a ttorne y implie d through que s tions  on cros s -e xa mina tion tha t the  Compa ny

2 ma y ha ve  to  re ly on e ntire ly upon the  s pot ma rke t if the  Commis s ion doe s  not a llow CWIP  in  ra te

3 bas e .l0 Bu t,  th e  C o m p a n y h a s  a  p ro c u re m e n t p la n  in  p la c e  a n d  it is  a lre a d y lin in g  u p  p o we r

4 contra cts  to re pla ce  the  P WCC contra ct:

5 "Q .

6

7

8

9

10

1 1

12

13

14

15

16

17

18

19

20

2 1

22

23

24

The y ma y not be  a ble  to e xe cute  it e xa ctly a s  pla nne d. I me a n, it's  a  pla n.
The y ha ve  a lre a dy be e n e xe cuting it a nd lining up s ome  powe r contra cts  to
c ove r the  pe riod  a fte r Ma y 31 , 2008 . S o the y're  a lre a dy e xe cuting  the
pla n, a nd the  wa y tha t the y're  e xe cuting it is  not by e xclus ive ly re lying on
s pot powe r.,,11

25 Furthe r, s ome  of the  be ne fits  a lle ge d by the  Compa ny of including CWIP  in ra te  ba s e  a re

26 speculative in this case at best:

27

28

9

10

11

K. Grant Direct Test. (Ex. UNSE-34) at 3.
Tr. at 1219-20.
Tr. at 1219-20.

A.

A.

A.
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"Q. [BY MR. P ATTEN]: Firs t, is  it fa ir to  s a y tha t it ca n  re duce  ne e d  for
construction driven ra te  proceedings?

1

2

3

4

A. [BY MR.  S MITH]: No. I don't think tha t tha t's  ...- I don't te nd to a gre e
with tha t. I me a n, if the  compa ny is  cons tructing s ome thing tha t's  going
to have  a  ma jor impact on ra te  base , they're  probably going to need a  ra te
case  one  way or the  other.

* * * *

Q.

A.

So some of the  reasons  to a llow it might include  reducing regula tory lag?

I think it could re duce  re gula tory la g, but the n it cre a te s  othe r proble ms
such as creating a  mismatch between ra te  base  and operating income.

It a lso could provide  a dditiona l ca sh flow to pre se rve  fina ncia l he a lth of a
utility; corre ct?

It would tend to provide  a  cash re turn on the  construction as  opposed to an
AFUDC re turn which e ve ntua lly be come s  a  ca s h re turn. S o it la nd of
a cce le ra te s  the  compa ny's  re ce ipt of ca s h. But a ga in, tha t cre a te s  a
mis ma tch, which is  one  of the  re a s ons  why the  s ta te s  tha t don't a llow
CWIP  don't a llow it.

Q. Allowing CWIP  in  ra te  ba s e  a ls o  could  improve  a cce s s  to  ca pita l on
favorable  te rms, correct?

5

6

7

8

9

10

1 1

12

13

14

15
A.

1 6

I think tha t's  kind of s pe cula tive . I me a n, the re 's  a  bunch of s ta te s  tha t
don't a llow CWIP  whe re  the  utilitie s  a cce s s  ca pita l on fa vora ble  te rms .
S o I think, you know, s a ying tha t you ne e d CWIP  to a cce s s  ca pita l on
fa vora ble  te rms , think, is  spe cula tion.

Allowing CWIP  in  ra te  ba s e  a ls o would le a d to  a n improve d fina ncia l
s itua tion tha t could lower borrowing cos ts , correct?

A.

1 7

1 8

1 9

2 0

2 1

2 2

I think tha t's  kind of s pe cula tive  a ls o. It's  pos s ible , but the re  a re  a  lot of
utilitie s  ope ra ting tha t don't have  CWIP  in ra te  ba se  tha t have  rea sonable
borrowing cos ts . S o it's  not ne ce s s a ry for CWIP  to be  include d in ra te
base  for utilitie s  to have  reasonable  borrowing costs .

,,12

Sta ff witness  Ra lph Smith a lso discussed the  cases  in Arizona  in which the  Commiss ion has

23 a llowe d CWIP  in ra te  ba se .13 The  ca se s  da te  ba ck to the  1970s  whe re  CWIP  wa s  a llowe d in ra te

24 ba s e .'4 One  of the  ca s e s  involve d a  s ma ll wa te r compa ny whe re  the y we re n't fina ncia lly via ble

25 without including CWIP  in ra te  ba s e .15 And the  othe r wa s  whe n AP S  wa s  building P a lo Ve rde .l6

2 6
12

2 7 13
14

15
28 16

Tr. a t 1210-12.
Tr. a t 1212-13.
Tr. a t 1213.
Id .
Id .

Q.

A.

Q.
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1 He  te s tifie d tha t both of the se  ca se s  pre se nte d a  compe lling ne e d which is  not pre se nt in UNS E's

2 ca se .l7 UNS E witne ss  Gra nt s ta te d in re sponse  to S ta ff da ta  re que s ts  tha t UNS E is  not in fina ncia l

3 dis tre s s .l8 Compa ny witne s s  Gra nt a ls o s ta te d in his  re butta l te s timony tha t ove r the  s hort te rn,

4 a s s uming no s ignifica nt cha nge s  occur in the  ca pita l ma rke ts , tha t UNS E could proba bly a ttra ct

5 additiona l capita l without having CWIP  in ra te  ba se .19 Furthe r, Mr. Grant te s tified tha t with re spect

6  to  P a lo  Ve rde , [t]he re  a re  ce rta in ly d iffe re nce s  from the  s ta ndpoin t of... .one  la rge , ve rtica lly

7 inte gra te d compa ny building a  nucle a r pla nt a nd a  s ma ll dis tribution compa ny a dding dis tribution

8 and transmiss ion p1ant."20

9 Sta ff witness  Smith a lso discussed a ll of the  othe r components  of this  case  which undermine

10 a ny a rgume nt on  the  Compa ny's  pa rt tha t without CWIP  in  ra te  ba s e  it would  be  in  fina ncia l

l l dis tre s s .21 The  S ta ff ha s  re comme nde d tha t the  Commiss ion a pprove  the  Compa ny's  re que s t for

12 a dditiona l fina ncing." The  S ta ff is  re comme nding a  P P FAC me cha nis m for UNS E tha t include s  a

13 forwa rd-looking  compone nt which  pros pe ctive ly s hould  more  c los e ly ma tch  the  Compa ny's

14  re cove ry of fue l a nd  purcha s e d  powe r e xpe ns e  in  the  de s igna te d  FERC a ccounts  with  the ir

15 incurre nce .23 Mr. S mith  note d tha t the  P P FAC in  a nd of its e lf s hould "tre me ndous ly he lp  the

16 compa ny's  ca s h flow in  te rms  of providing ca s h inflows  to  me e t its  ca s h outflows  for fue l a nd

17 purcha s e d  powe r e xpe ns e s , which  a re  by fa r the  b igge s t e xpe ns e  on  the  compa ny's  income

statement."24

19 The  Compa ny a lso a rgue s  tha t it should be  a llowe d to put a t le a s t $8.7 million of the  $10.8

20 million in ra te  ba se  be ca use  it e s tima te s  tha t $8.7 million wa s  in se rvice  a s  of Ja me  30, 2007.25 Mr.

21 Grant e s tima tes  tha t the  rema ining $ 2.1 million will ge t closed to plant in se rvice  sometime  ove r the

22 ne xt ye a r or two.26 But the  $8.7 million we nt into se rvice  a  whole  ye a r outs ide  of the  e nd of the  te s t

23

2 4 17
18

25 19
20

26  21
22

27 2324
28 22

1 8

Id.
Id. at 1213-14.
Tr. at 1215 .
Tr. at 1001.
Tr. at 1213 .
Alexander Iggie Direct Test. (Ex. S-54) at 7.
Ralph Smith Surrebuttal Test. (Ex. S-58) at 9-10.
Tr. at 1216.
Tr. at 995 .
Id.
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1

2

3

year and the re fore  the re  is  the  same  mismatch problem which is  incons is tent with sound ra temaking

principle s . Mr. S mith te s tifie d: "...to go outs ide  of the  te s t ye a r, e spe cia lly a  whole  ye a r outs ide

the  te s t ye a r, a nd s a y we  wa nt to pump up ra te  ba s e  for one  ite m while  ignoring a ll of the  othe r

4 in the opposite direction, it's mismatching and it's

5

re la te d  cons e que nce s  tha t te nd  to  go

6

7

8

9 The

10

11

12

1 3

14

15

16

17

18

19

20

21

The  Compa ny be la te dly s ugge s te d in  its  Initia l Brie f tha t much of the  CWIP  wa s  non-

revenue  producing." Mr. Smith te s tified tha t the  Company during the  ca se  did not pre sent any clea r

informa tion a s  to wha t portion of CWIP  is  non-re ve nue  producing. But e ve n if it ha d, Mr. S mith

note d tha t s ome  of the  non-re ve nue  producing CWIP  ca n be  e xpe ns e  re ducing a s  we ll."

Compa ny ma de  de mons tra tion tha t the  CWIP  in is s ue  is  e ithe r non-re ve nue  producing or non-

expense  producing. Adding furthe r a mbiguity to the  is s ue , the  Compa ny conce de d on cros s -

e xa mina tion tha t a  portion of the  $10.8 million wa s  funding line  e xte ns ion, s e rvice s , me te rs  which

a re  required for new cus tomers ." These  cus tomers  will provide  additiona l revenues  to the  Company

yet the  Company did not make any adjustment to impute  these  revenues because  the  Company has a

ve ry la rge  numbe r of line  e xte ns ions  a nd diffe re nt proje cts  e mbe dde d in the  $10.8 million a nd it is

ha rd  to  pre dict whe n cus tome rs  a re  a ctua lly going to  hook up to  the  s ys te m a nd s ta rt us ing

e le ctricity."

Fina lly, S ta ff witne s s  P a rce ll's  te s timony pointe d out tha t while  the  Compa ny ha s  not ha d

CWIP  s ince  it wa s  forme d in 2003, it ha s  e a rne d ll pe rce nt in 2004, ll pe rce nt in 2005 a nd 10.5%

in 2006.34 He  te s tifie d tha t the  ra ting a ge ncie s  de scribe  the  ope ra tions  of UNSE a s  low risk.35 He

a lso s ta ted tha t UNSE rece ives  its  financing based on the  credit qua lity of UniSource  Energy and/or

22

23

2 4
27

25 28

29

2 6 30

31

2 7 32

33

34

2 8 35

Id. a t 1223 .
Id .
Company's  Initia l Br. a t 11.
Tr. a t 1222.
Id .
Tr. a t 992.
Tr. at 992 .
Tr. at 1145 .
David C. Pa rcell Direct Tes t. (Ex. S-52) a t 14.
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1 UES, not based on the  s itua tion of the  Company itse lf and tha t it was  not necessa ry to provide  CWIP

2 trea tment in orde r for the  Company to a ttract capita l.36

3 In the  end, S ta ff' s  te s timony is  tha t if S ta ff' s  recommenda tions  were  adopted in the ir entire ty,

4  in c lu d in g  th e  re ve n u e  re q u ire me n t,  th e  P P FAC, th e  c a p ita l s tru c tu re ,  a n d  ra te  o f re tu rn

5 re comme nde d by Mr. P a rce ll, a nd the  a pprova l of the  fina ncing, the n it's  S ta ff's  be lie f tha t this

6 would continue  to a llow UNSE to obta in fina ncing a t re a sona ble  te rms .

7

8

9 UNS E's  a lte rna tive  propos a l, if CWIP  in ra te  ba s e  is  re je cte d, is  to include  pos t-te s t ye a r

10 pla nt in ra te  ba se . UNS E's  Brie f a ddre sse s  this  a t pa ge s  15-16. This  proposa l suffe rs  from ma ny of

11 the  same  problems re la ted to CWIP, including, but not limited to the  mis-ma tch of ra te  base  and ne t

2. In c lu s io n o f p o s t-te s t-ye a r
ra te ma king  princ ip le s .

plant would violate well recognized

12 ope ra ting income  tha t would re sult.

13 The  s itua tion for UNS E with  re s pe ct to  pos t-te s t ye a r p la nt is  virtua lly ide ntica l to  the

14 re ce ntly de cide d ra te  ca s e  involving UNS E's  a ffilia te  UNS  Ga s . The  Commis s ion re je cte d UNS

Ga s ' re que s t for inclus ion of pos t-te s t ye a r pla nt in ra te  ba s e . The  s itua tions  for UNS E a nd UNS

Ga s  re ga rding pos t-te s t ye a r pla nt a re  virtua lly indis tinguis ha ble  with re s pe ct to the  ra te ma king

principle s . The  Commiss ion should the re fore  re a ch the  e xa ct s a me  de cis ion for UNS E tha t it jus t

recently reached for UNS Gas .

15

16

17

18

19

20

21

22

3. Contrary to the Company's position, customer advances should be
deducted from rate base to prevent a double rate of return.

UNSE's  second leve l fa ll back pos ition, if CWIP is  not a llowed in ra te  base , is  tha t Cus tomer

Adva nce s , which a re  a  de duction firm ra te  ba s e  a ccording to the  Commis s ion's  rule s  a t A.A.C.

23 R14-2-103, Appe ndix B, S che dule  B-1, s hould not be  de ducte d from ra te  ba s e . UNS E's  Brie f a t

24 pa ge  16 e ve n cla ims  tha t S ta ffs  a nd RUCO's  pos ition, which follow the  Commis s ion rule s  a nd

25 re fle ct Cus tome r Adva nce s  a s  a  de duction to ra te  ba s e  is  "s imply unfa ir." Wha t UNS E ignore s ,

26 howe ve r, is  not only tha t the  Commiss ion rule s  re quire  Cus tome r Adva nce s  to be  de ducte d to ra te

2 7

2 8 Id.
Id. a t 1224.

36

37
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1

2

3

4

5

6

7

8

ba s e , but a ls o tha t this  longs ta nding pra ctice  is , in fa ct, e mine ntly fa ir, whe n the  inte ra ction be twe e n

CWIP , Cus tome r Adva nce s  a nd the  AFUDC ca lcula tion a re  cons ide re d.

F urthe r,  whe n  the  Com pa ny c om pute s  AF UDC,  it doe s  no t re duc e  the  p ro je c t ba la nc e  to

wh ic h  th e  AF UDC  ra te  is  a p p lie d ,  b y C u s to m e r Ad v a n c e s . " AF UDC  is  a  fin a n c in g  c o s t  o f

c o n s t ru c t io n  a llo win g  th e  C o m p a n y to  e a rn  a n o n -c a s h  re tu rn  o n  its  in v e s tm e n t  d u rin g  th e

the  us e  o f the  funds  p rov ide d  by Cus tom e r Adva nce s  un til the y a re  re tu rne d  to  the  de ve lope r o r

c o n trib u to r. "

9 As  e xpla ine d by S ta ff witne s s  Ra lph S m ith,

10

11

12

13

14

"O ne  a dd itiona l re a s on  why Cus tom e r Adva nce s  s hou ld  be  de duc te d  from  ra te
ba s e  is  to  p re ve n t a  doub le  ra te  o f re tu rn .  In  a c c ru ing  AF UDC by a pp lying  the
AFUDC ra te  to  a  CWIP  ba la nce ,  Cus tom e r Adva nce s  a re  typica lly not de duc te d
fro m  th e  c o n s t ru c t io n  c o s t  b a s e  u p o n  wh ic h  AF UDC  is  c o m p u te d . If  t h e
C u s t o m e r  Ad v a n c e s  h a v e  n o t  b e e n  s p e c if ic a lly  d e d u c t e d  in  t h e  AF UDC
c a lc u la tions  (wh ic h  wou ld  be  c on tra ry to  the  p re s c ribe d  tre a tm e n t fo r a  u tility
fo llo win g  th e  AF UDC  fo rm u la  in  th e  F E R C  Un ifo rm  S ys te m  o f Ac c o u n ts ),  th e
non-inve s tor provide d cos t-fre e  ca pita l in  the  form  of Cus tom e r Adva nce s  ne e ds
to be  re fle cte d a s  a  ra te  ba se  de duction.

15

16

"Cons e que ntly, the  .re que s t by Mr. Gra nt to  a djus t the  ba la nce  of Cus tome r

improper for ra temaking purposes, and should Le re j ected
Advances, if CWIP is excluded from rate base is contrary £9 precedent, would be

17

18

19

20

2 1

22

F ina lly,  the  s itua tion  for UNS E with  re s pe c t to  Cus tom e r Adva nce s  is  v irtua lly ide ntica l to

the  re ce ntly de cide d ra te  ca s e  involving UNS E's  a ffilia te  UNS  Ga s . The  Com m is s ion re je c te d UNS

Ga s ' re que s t for inc lus ion  of Cus tom e r Adva nce s  in  ra te  ba s e .  The  s itua tions  for UNS E a nd UNS

G a s  re ga rd ing  Cus tom e r Adva nce s  a re  v irtua lly ind is tinguis ha ble  with  re s pe c t to  the  ra te rna king

princ ip le s .  The  Com m is s ion  s hould  the re fore  re a ch  the  e xa c t s a m e  de c is ion  for UNS E tha t it jus t

re ce ntly re a che d for UNS  Ga s .
23

2 4
38

25 39

40

2 6 41

42

2 7 47

Tr. at 1039.
Tr. at 1039-40.
Tr. at 1040-41 .
Tr. at 1041 .
Ralph C. Smith surrebuttal testimony (Ex. S-58) at 17.

Ralph C. Smith Surrebuttal Test. (Ex. S-56) at 45-46.

28
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4. If CWIP were allowed in rate base, which it should not be, UNSE's AFUDC
proposal must be rejected.

1

2

3

4 P a ge  17 of UNS E's  Brie f pre s e nts  the  Compa ny's  propos a l tha t, e ve n if CWIP  we re  a llowe d

5 to be  include d in ra te  ba s e , the  Compa ny wa nts  to be  pe rmitte d to continue  a ccruing AFUDC on a ll

6 e ligible  cons truc tion proje c ts . This  ide ntica l is s ue  wa s  a ls o a ddre s s e d in  the  re ce nt UNS  Ga s  ra te

7 ca s e . If the  Commis s ion e xclude s  UNS E's  CWIP  from ra te  ba s e , the  ca lcula tion of AFUDC is  not a

8 p rob le m . Howe ve r,  if CWIP  we re  to  be  inc lude d  in  ra te  ba s e ,  th is  Com pa ny p ropos a l is  h igh ly

9 ina ppropria te , would re s ult in  a  double -re turn on cons truc tion (a  ca s h re turn on CWIP  in ra te  ba s e

10 plus  a n AFUDC re turn on a ll ne w cons truction), a nd s hould the re fore  be  re je cte d.

1 1

12 UNS E's  brie f a t pa ge s  17-18 only a ddre s s e s  RUCO a djus tme nts  to ADIT. S ta ff ha s  ma de  a n

13 a djus tme nt (which wa s  de s cribe d in S ta ff witne s s  S mith 's  dire c t te s timony a nd s hown on S che dule

14 B-5) to de cre a s e  ra te  ba s e  by $161,555 for the  impa ct of the  following:

B. Accumulated Deferred Income Taxes.

1) re mova l of the  ADIT re la te d to  the  S upple me nta l Exe cutive  Re tire me nt P la n
("S ERP ") , a nd

15

16

17

18 S ta ffs  a djus tme nt to  ADIT is  ne ce s s a ry to  prope rly coordina te  the  impa c t of S ta ffs  re la te d

19 a djus tme nts  to  ope ra ting e xpe ns e s  with  the  ADIT a mount inc lude d in  ra te  ba s e . Whe the r the  ra te

20 ba s e  a djus tme nt to  ADIT s hould  be  ma de  is  de pe nde nt upon whe the r the  re la te d  a djus tme nts  to

21 ope ra ting e xpe ns e  a re  us e d. UNS E doe s  not a ppe a r to  que s tion the  ne e d to  coordina te  the  ADIT

22 a djus tme nts  re comme nde d by S ta ff with the s e  a djus tme nts  to ope ra ting e xpe ns e s .

2) remova l of the  ADIT re la ting to s tock-based compensa tion.

23 c .

24 UNS E a nd S ta ff a re  in a gre e me nt tha t the  Ca s h Working Ca pita l a llowa nce  in ra te  ba s e

25 should be  negative , and tha t the  ca lcula tion is  dependent upon the  opera ting expenses and ra te  base

26 a llowe d. S ta ff's  fina l a ccounting s che dule s , file d on Octobe r 16, 2007, s how S ta ff's  fina l a djus te d

27 CWC amount of nega tive  $2.405 million on Schedule  B-4, column G, line  23.

28

Ca s h  Wo rkin g  Ca p ita l.
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D. Reconstruction Cost New Less Depreciation.1

2

3 infla tion inde xe s  s uch a s  the  Ha ndy-

UNS E us e d the  me thod of tre nding the  Origina l Cos t Ra te  Ba s e  (OCRB) us ing a va ila ble

Whitma n Inde x. S ta ff a cce pte d UNS E's  RCND me thodology,

Fa ir Va lue  Ra te  Ba s e .

4 but cautioned aga ins t granting UNSE a  revenue  requirement on fa ir va lue  ra te  base  (FVRB) tha t was

5 s ubs ta ntia lly highe r, be ca us e  the  re ce nt a cquis ition of UNS E from Citize ns  Te le communica tion

6 Compa ny a t a  s ubs ta ntia l dis count to book va lue  ca s t doubt upon whe the r the  tra ditiona l RCND

7 measurement was  a  good indica tor of the  fa ir va lue  of the  prope rty in this  pa rticula r fact s itua tion.

8 E .

9 As  shown on S ta ffs  fina l a ccounting sche dule s , S ta ffs  re comme nde d FVRB was $167,551

10 million . The  prima ry re a s on why S ta ffs  FVRB diffe re d  from the FVRB propose d by UNS E wa s

11 UNS E's  propos e d inclus ion of CWIP  in  ra te  ba s e , which , a s  e xpla ine d a bove , is  contra ry to

12 Commiss ion precedent and unjus tified in this  ca se .

13

14 As  note d a bove , with re s pe ct to ra te  ba s e , UNS E's  Brie f ignore d S ta ff a djus tme nts  to ne t

15 ope ra ting income  for va rious  e xpe nse s  ma de  a fte r UNS E's  re joinde r filing tha t we re  pre se nte d by

16 S ta ff witness  Ra lph Smith when he  te s tified a t the  hea rings , and which a re  a lso re flected in S ta ff' s

17 fina l accounting schedules tha t were  filed on October 16, 2007 .

18 S ta ffs  Brie f on ne t ope ra ting income  is s ue s  focus e s  on the  ite ms  tha t re ma in in dis pute

19 be twe e n S ta ff a nd UNS E. For cla rity s a ke , S ta ffs  Brie f a ddre s s e s  s ome  is s ue s  whe re  S ta ff a nd

20 UNS E a re  in a gre e me nt, but which UNS E, by ignoring S ta ffs  fina l a ccounting sche dule s  in UNS E's

111. O P E RATING  INCO ME  AND E XP E NS E  ADJ US TME NTS .

21 brie f, appears  to s till be  assuming tha t such items remain in dispute .

A.22

23 UNS E's  Brie f a ddre s s e s  ope ra ting re ve nue  a t pa ge  21. The  only re ma ining diffe re nce

24 be twe e n S ta ff a nd UNS E with re s pe ct to ope ra ting re ve nue  is  the  tre a tme nt of CARES  dis count.

S ta ff's  a djus tme nt of CARES  dis count re ve nue  a nd S ta ff's  propos e d tre a tme nt of the  CARES

discount in the  curre nt UNS E ra te  ca se  is  cons is te nt with S ta ffs  tre a tMe nt in the  re ce nt UNS  Ga s

CARES Discount.

25

26

27

28

ra te  case . UNSE's  proposa l to reduce  te s t yea r revenue  by $56,564 to remove  CARES revenue  was

rej ected by Staff and should be  re j ected by the  Commission.

13



B. Pavroll Expens e .1

2 UNS E's  Brie f a t pa ge s  22-23 pre s e nts  a  highly mis le a ding dis cus s ion of pa yroll e xpe ns e .

3 UNS E is  a tte mpting to incre a se  pa yroll e xpe nse  in its  re butta l te s timony by $139,201 for ove rtime .

4 UNS E cla ims  this  is  ba se d upon S ta ff witne s s  Ra lph S mith's  ca lcula tion of a n ove rtime  a djus tme nt

5 from the  recent UNS Gas  ra te  case . However, UNSE witness  Dukes ' te s timony and the  presenta tion

6 in UNSE's  brie f conce rning this  make  it cle a r tha t the  Company did not unde rs tand and ha s  fa iled to

7 accura te ly portray the  ana lys is  used in the  UNS Gas  case .

8 As  expla ined in S ta ff witne ss  Smith's  surrebutta l te s timony a t page  44-45, the  S ta ff ana lys is

9 a nd re comme nda tion of the  ove rtime  a djus tme nt for UNS E wa s  fully cons is te nt with the  a na lys is  of

10 ove rtime  for UNS E.

l l Als o pre s e nte d with S ta ff witne s s  S mith's  s urre butta l te s timony wa s  Atta chme nts  RCS -9

12 which cle a rly pre s e nte d the  ca lcula tions  of the  ove rtime  a djus tme nt in the  UNS  Ga s  ca s e , which

13 used two ca lcula tions , and the  same  ana lys is  and me thodology used by Mr. Smith in the  UNSE case

14 to de te rmine  tha t no a djus tme nt wa s  ne ce ssa ry or wa rra nte d in the  UNSE ca se . UNSE's  brie f fa ile d

15 e ve n to a cknowle dge  the  two se pa ra te  ca lcula tions  to e va lua te  a n ove rtime  a djus tme nt in the  UNS

16 Ga s  ca se , a nd the  sa me  two ca lcula tions  Mr. Smith use d to e va lua te  a n ove rtime  a djus tme nt in the

17 UNS E ca se . As  e xpla ine d by Mr. S mith, in the  UNS  Ga s  ca se , both a lte rna tive  ca lcula tions  (which

18 we re  file d in the  UNS  Ga s  ca s e  a s  pa rt of the  S ta ff a ccounting s che dule s , a nd which we re  a ls o

19 re produce d in the  UNS E ca se  in Mr. S mith's  Atta chme nt RCS -9, tile d with his  surre butta l) showe d

20 a  re duction to the  ove rtime  tha t ha d be e n ca lcula te d by UNS  Ga s , so he  use d the  lowe r of the  two

21 re duction a mounts . In the  UNSE s itua tion, one  of the  two ca lcula tions  showe d a  re duction a nd the

22 othe r showed an increa se  to the  ove rtime  amount, so Mr. Smith appropria te ly concluded tha t: "m y

23 a na lys is  of ove rtime  e xpe ns e , which is  pre s e nte d in Atta chme nt RCS -9, a nd which followe d the

24 sa me  a na lys is  forma t tha t I use d in the  UNS Ga s  ca se , indica te s  tha t the  ove rtime  e xpe nse  in UNS

25 Ele ctric's  origina l filing is  within a  ra nge  of re a s ona ble ne s s  (i.e ., it wa s  bra cke te d by the  re s ults  of

26 the  two a lte rna tive  ca lcula tions  I pe rformed). Consequently, no additiona l adjus tment to ove rtime  for

27 UNS  Ele ctric is  ne ce s s a ry."47

28

As  note d, de ta ile d ca lcula tions  cons ide re d in not propos ing a n
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1

2

3

4

a djus tme nt to te s t ye a r ove rtime  for UNSE, a nd the  ca lcula tions  of the  ove rtime  a djus tme nt file d in

the  UNS Ga s  we re  file d with Mr. Smith's  surre butta l in Atta chme nt RCS-9.

The  ove rtime  e xpe ns e  a djus tme nt propos e d by UNS E is  unwa rra nte d, contra ry to  the

ana lys is  pe rformed by S ta ff witne ss  Smith (which was  fully cons is tent with Iris  ove rtime  adjus tment

5

6

in the UNS Gas case), and should be rejected.

c . UNSE's Rebuttal Testimonv Pavroll Adjustment.

7

8

9

10

11

12

13

14

UNS E's  re bu tta l pa yro ll e xpe ns e  a d jus tme n t wou ld  more  tha n  trip le  the  Compa ny's

pre vious ly file d  pa yroll a nd ove rtime  a djus tme nt. This  a djus tme nt, which is  compris e d of the

overtime  adjus tment addressed above , and an additiona l post-tes t year payroll increase  occurring on

J a nua ry 1, 2007 s hould be  re je cte d in tota l.48 The  Compa ny's  a tte mpt in  Mr. Duke s ' re butta l

te s timony to add to te s t yea r payroll expense  an additiona l round of pos t-te s t yea r payroll increases

is  incons is te nt with the  de riva tion of pa yroll in the  UNS  Ga s  ca se , which wa s  a nnua lize d to ye a r-

e nd, but not be yond. In summa ry, the  a dditiona l incre a se s  propose d by the  Compa ny for the  firs t

time  in rebutta l for a  post-tes t year payroll increase  should be  re jected.

15 D. Workers Compensation (Injuries and Damages).

16

17

18

19

20

21

22

UNS E's  Brie f a t pa ge s  23-24 wa s  a ppa re ntly writte n without cons ide ring the  re vis ions  to

S ta ff's  Adjus tme nt C-6 dis cus s e d by S ta ff witne s s  S mith whe n he  te s tifie d a t the  he a rings , a nd

which a re  a lso re flected in S ta flf"s  fina l accounting schedule s . As  indica ted on the  contents  page  of

S ta ff's  fina l a ccoun ting  s che du le s  a nd  de s cribe d  by Mr. S mith  during  h is  s umma ry, S ta ffs

a djus tme nt for Injurie s  a nd Da ma ge s  e xpe nse  wa s  modifie d to a gre e  with the  re vise d norma lize d

a mount s ta te d in UNS E witne s s  Duke s ' re joinde r te s timony a t pa ge  4. P a ge  24, line s  15-17, of

UNS E's  Brie f s ta te s : "The  Compa ny be lie ve s  a  ne ga tive  a djus tme nt for worke rs  compe ns a tion

23 expense

24

e qua ling $98,161 - is  a ppropria te  be ca use  the  te s t-ye a r le ve l of $173,456.03 a ppe a re d

'a bnorma lly h igh  due  to  the  timing  o f whe n  a c tivity wa s  a c tua lly e xpe ns e d ."' S ta ff's  fina l

25 accounting schedules clearly show on Schedule  C-6, tha t Staff's  adjustment is  the  negative  $98,161 .

26
48

27
Another disturbing factor about UNSE's tripling of its payroll adjustment in its rebuttal filing is the fact that, despite

data requests from Staff request UNSE to identify changes and corrections to its filing, the Company did not identify

any change related to a post-test year payroll increase or present an additional request for a substantially increased
payroll adjustment until its rebuttal filing on August 14, 2007. See Dallas Dukes Rebuttal Test. (Ex. UNSE-24) at 20-21 .28
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Fle e t  Fu e l Exp e n s e .

1 Th e  C o m p a n y's  Brie f a t p a g e  2 5  o n  th is  is s u e  is  to ta lly irre le v a n t in  v ie w o f th e  a b o v e .

2 Ad d it io n a lly,  UNS E 's  Brie f a t  p a g e  2 5 ,  lin e  ll p re s e n ts  a n  in c o rre c t  a m o u n t.  Th e  $ 6 4 ,2 4 1 .7  l

3 m e n t io n e d  th e re  s h o u ld  b e  $ 4 6 4 , 2 4 2 ,  wh ic h ,  a g a in  c a n  b e  c le a r ly  fo u n d  in  th e  S ta ff' s  fin a l

4 a c c o u n tin g  s c h e d u le s  o n  S c h e d u le  C -6 ,  lin e  2 ,  a n d  wh ic h  is  c le a rly la b e le d  th e re  a s : "S ta ff

5 Re com m e nde d Norm a lize d  In jurie s  a nd Da m a ge s  Expe ns e ." The  $464,242 a ls o  a ppe a rs  in  UNS E

6 witne s s  Duke s ' re joinde r te s timony a t pa ge  4, line  14.

7 E .

8 UNS E's  Brie f a t pa ge s  32-33 fa ils  to  a cknowle dge  S ta ffs  fina l a ccounting  s che dule s  or Mr.

9 S mith's  ora l te s timony, which cle a rly indica te  tha t S ta ff"s  fle e t fue l a djus tme nt ha d be e n modifie d to

10 us e  the  pro Ronna  fle e t fue l e xpe ns e  of $605,498 pe r UNS E witne s s  Duke s ' re joinde r te s tim ony a t

1 l pa ge  2.

12 F .

13 UNS E 's  Brie f a t p a g e  3 3  a d d re s s e s  E E l d u e s  e xp e n s e . UNS E  c la im s  th a t  it  wo u ld  b e

14 unre a sona ble  to dis a llow 49.93 pe rce nt of EEl core  due s . S ta ff witne s s  S mith te s tifie d a nd pre s e nte d

15 e vide nce  tha t this  dis a llowa nce  pe rce nta ge  is  ba s e d upon NARUC-de s igna te d ca te gorie s  of EEl core

16 functions .

17 The  be ne fits  c ite d by UNS E for EEl la rge ly re la te  to  lobbying, which is  a  d is a llowa ble  cos t.

18 As  e xpla ine d a t pa ge  37 of S ta ff witne s s  S mith's  s urre butta l te s timony:

19

2 0

2 1

Edison Electric Institute Dues Expense.

22

"The  benefits  cla imed by Mr. Dukes  a re  apparently those  lis ted in the  re sponse  to
STF 11.11, pa rts  a  and c. Those  subpa rts  had reques ted a  lis ting of wha t EEl did
during the  te s t ye a r to  re pre s e nt the  in te re s ts  of its  me mbe rs  in  a dvoca ting
positions  in the  legis la tive  and regula tory a renas  and a  s ta tement of "exactly wha t
a dvoca cy a ctivitie s  be fore  Congre s s  a nd gove rnme nt a ge ncie s  EEl e nga ge d in
during the  te s t ye a r." Ne ithe r UNS  Ele ctric nor its  a ffilia te s  ha ve  pe rforme d a
s tudy or eva lua tion of whe the r its  ra tepaye rs  a re  rece iving a  bene fit from the  EEl
membership tha t is  commensura te  with the  cost."

o

23

24 The  ca te gorie s  of EEl due s  to be  dis a llowe d a re  the  following a ctivitie s  a nd s hould be

25 e xclude d Hom ra te s :

26

27

28

o

o

Le gis la tive  Advoca cy

Re gula tory Advoca cy

Adve rtis ing

16



o1 Ma rke ting

2 P ublic Re la tions

3 The  sum of EEl Core  Dues  activitie s  for these  NARUC ca tegories  tota ls  49.93 percent, a s

4 shown on S ta ffs  fina l accounting schedule s , Schedule  C-12, page  2.

5 Moreover, as  s ta ted by Sta ff witness  Smith on page  39 of his  surrebutta l tes timony, this  same

6 disa llowance  pe rcentage  was  recently applied in the  context of anothe r e lectric utility ra te  case :

o

"The  Arka nsa s  P ublic S e rvice  Commiss ion in Docke t No. 06-101- U, a n Ene rgy
Arkansas , Inc., ra te  ca se , in Orde r No. 10 (6/15/07) adopted a  s imila r adjus tment
to re flect the  disa llowance  of 49.93 pe rcent of EEl core  dues . This  49.93 pe rcent
d is a llowa nce  of EEl core  due s  corre s ponds  to  the  a bove -ide ntifie d  a ctivity
ca tegorie s ."

7

8
9

10 The  S ta ff a djus tme nt to re duce  EEl e xpe ns e  by $8,470 s hown on S che dule  C-12 of S ta ff"s  fina l

l l a ccounting s che dule s  s hould be  a dopte d in full, including the  $2,993 re duction re la ting to the

12 removal of 49.93 percent of the  expense  for EEl core  dues .45

13 G .

14 UNSE's  Brie f a t pa ge  36 cla ims  tha t S ta ffs  propose d disa llowa nce  of a  ma rk-up a bove  cos t

15 for charges from an affilia te , SES, should not be  adopted because  the  Company incurred the  cost and

16 S ta ff pre s e nte d no e vide nce  tha t the  cos t incurre d wa s  unre a s ona ble . In fa ct, S ta ff pre s e nte d

17 e vide nce  tha t a n a ffilia te , S ES , wa s  cha rging UNS E a mounts  in e xce s s  of S ES 's  cos t of providing

18 se rvice s . Affilia ted cha rges  to a  utility in excess  of cos t a re  prima  facie  unrea sonable . S ta ff's  direct

19 te s timony of Ra lph Smith ide ntifie d the  ne e d for re moving the  a bove -cos t a ffilia te  cha rge s on pages

20 42-43 a nd e xpla ine d tha t S ta ff wa s  a wa iting re s pons e s  to da ta  re que s ts  in orde r to qua ntify the

21 adjus tment. S ta flf's  adjus tment to remove  the  mark-up above  cos t for a ffilia ted cha rges  from SES to

22 UNSE re duce s  te s t ye a r e xpe nse  by $10,906. In ma king tha t a djus tme nt, S ta ff witne ss  Smith note d

23

Affilia te  S ES  Ma rk-Up  Above  Cos t

that this amount may understate the necessary adjustment.46

24 H . CWIP  De pre c ia tion  And  P rope rtv Ta xe s .

25 As  dis cus s e d in its  Ope ning Brie f, be ca us e S ta ff did not include  CWIP  in ra te  ba s e , the

26 compa nion a djus tme nts  to flow through the  e xclus ion of CWIP from ra te  ba s e  a re  ne ce s s a ry to

27

28
45 UNSE has agreed with the remainder of Staffs EEl dues adjustment, which removes expense for EEl UARG, as
shown on Schedule C-12 of Staff's final accounting schedules.
46 Ralph Smith Surrebuttal Testimony (Ex. S-58) at 41.
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Incentive Compensation.

1

2

3

4

5

6

7

8

9

10

1 1

12

13

14

15

16

deprecia tion and prope rty taxes . UNSE's  brie f a t page  35 agrees  with S ta ff's  adjus tment of $26,582

if CWIP is  excluded from ra te  base .

1.

UNSE's  Brie f addresses  incentive  compensa tion and its  components  a t pages  25-29. UNSE's

brie f on P EP  is  e s s e ntia lly a  conde ns a tion of UNS E witne s s  Duke s ' re butta l te s timony a nd a

s e le c tive  re c ita tion  o f limite d  de cis ions  from o the r ju ris d ic tions . UNS E 's  Brie f d o e s  n o t

acknowledge  or re fute  the  precedent in Arizona  for sharing incentive  compensa tion expense  be tween

s ha re holde rs  a nd ra te pa ye rs , a s  wa s  de te rmine d in the  mos t re ce ntly de cide d ra te  ca s e s  for

S outhwe s t Ga s  Corpora tion a nd for UNS E's  a ffilia te  UNS  Ga s . The  is s ue s  conce rning ince ntive

compensa tion a re  virtua lly identica l be tween the  UNSE ra te  case  and the  recently decided UNS Gas

ra te  ca se . In the  UNS  Ga s  ra te  ca se , the  Commiss ion a dopte d S ta ffs  re comme nda tion of a  50/50

sharing between shareholders and ra tepayers of the  various components of incentive  compensation.

1 .

UNS Electric pa rticipa tes  in the  same  incentive  compensa tion a rrangement, the  Performance

Enhancement P lan ("PEP"), a s  its  a ffilia te , UNS Gas . As  expla ined in the  Company's  supplementa l

response  to da ta  request STF 11.5 in the  recent UNS Gas ra te  case , Docket Nos. G-04204A-06-0463

Performance enhancement plan.

1 7 e t a l, the  u tility's  non-union e mploye e s  pa rtic ipa te  in  UniS ource  Ene rgy Corpora tion 's  P EP .

UniS ource  Ene rgy S e rvice s  ("UES ") is  a  s ubs idia ry of UniS ource  Ene rgy Corpora tion a nd the18

19 pa re nt compa ny of UNS  Ele ctric .

20 Sta ff adjus ted UNSE's  cla imed expenses  for va rious  incentive  compensa tion plans  including

21 the  P e rforma nce  Enha nce me nt P la n (P EP ) by 50%. The  50% de cre a se  in e xpe nse s  for ince ntive

22 compe ns a tion re fle cts  a n a ppropria te  50/50 s ha ring be twe e n the  compa ny's  s ha re holde rs  a nd its

23  ra te pa ye rs  s ince  bo th  be ne fit from the  ince ntive  progra ms . S ta ff's  a djus tme nt re duce d the

24 Compa ny's  e xpe ns e s  by $104,357 for ince ntive  progra ms  a nd $4,160 for re la te d pa yroll ta xe s .

25 UNS E' brie f doe s  not e s ta blis h why S ta ff's  more  tha n re a s ona ble  50/50 a djus tme nt s hould not be

26 a dopte d by the  Commiss ion.

27 At page  6 of his  rebutta l, UNSE witness  Mr. Dukes  cla imed tha t the  evidence  he  discusses  in

28 his  re butta l te s timony s hows  tha t UNS  Ele ctric's  tota l e mploye e  compe ns a tion including the  P EP

18



1 progra m is  re a s ona ble . At pa ge  7  o f h is  re bu tta l,  he  c la ime d  tha t the  P E P  p rog ra m c os ts  "a re

2 a c tua lly a  ne t s a vings  to  cus tome rs ." He  c la ime d furthe r tha t "the  goa ls  a nd ta rge ts  of the  curre nt

3 P EP  progra m a re  a ls o  he a vily we igh te d  towa rd  p rovid ing  be ne fits  to  c us tome rs ." At pa ge  8 , he

4 cla ime d tha t "if the  P EP  progra m is  e limina te d, the re  would be  cons ide ra ble  incre a s e d pre s s ure  on

5 ba s e  compe ns a tion." At pa ge  9 of his  re butta l, Mr. Duke s  cla ime d tha t dire ct s a vings  re s ult be ca us e

6 P EP  is  not pa rt of ba s e  compe ns a tion, a nd "the  impa ct of re duce d compounding wa ge  incre a s e s  tha t

7 would be  ba s e d on a  highe r ba s e  pa y tota l is  a nothe r be ne fit." At pa ge  10, he  c ite d a  Commis s ion

8 De c is ion  No . 69663  in  a  re c e n t Arizona  P ub lic  S e rvic e  Compa ny ra te  c a s e  whe re  c a s h -ba s e d

9 ince ntive  compe ns a tion e xpe ns e  wa s  a llowe d. At pa ge s  10-11 of h is  re butta l, Mr. Duke s  c la ime d

10 tha t UNS  Ele c tric 's  P EP  ince ntive  compe ns a tion is  d iffe re nt tha n the  S outhwe s t Ga s  Corpora tion

l l ("S W G ") Ma n a g e m e n t  In c e n t iv e  P la n  ("MIP ")  b e c a u s e  th e  S W G  MIP  a p p e a rs  lim ite d  to

12 ma na ge me nt pe rs onne l, whe re a s  UNS  Ele c tric 's  P EP  pla n  cove rs  a ll non-union e mploye e s . He

13 c la im e d  th a t th e  P E P  is  b a s e d  o n  b ro a d e r a n d  m o re  wid e -ra n g in g  fa c to rs ,  o f wh ic h  fin a n c ia l

14 pe rforma nce  is  only pa rt of the  cons ide ra tion. Fina lly, on pa ge s  11-13, he  s e le ctive ly c ite d to a  fe w

15 de c is ions  from o the r re gu la tory commis s ions  whe re  the  cos t o f a  u tility ince n tive  compe ns a tion

16 progra m wa s  a llowe d to be  include d in ra te s .

17 Howe ve r, a s  S ta ff witne s s  Ra lph S mith pointe d out51, Mr. Duke s  ha s  not de mons tra te d tha t

18 ba s e  s a la rie s  we re  not re duce d whe n P EP  wa s  imple me nte d. The  informa tion provide d by UNS E

19 s ugge s ts , to  the  contra ry, tha t ba s e  s a la rie s  we re  incre a s e d upon UNS E's  a cquis ition of the  utility

20 o p e ra tio n  fro m  th e  p rio r o wn e r,  C itize n s  Te le c o m m u n ic a tio n s .  Mo re o ve r,  b a s e  s a la rie s  h a ve

21 continue d to incre a s e  e a ch ye a r. Thus , the  P EP  e xpe ns e  is  a n a dditiona l cos t to the  ba s e  s a la rie s  a nd

22 othe r e mploye e  be ne fits .

23 The re  is  a ls o  e vide nce  tha t the  Compa ny ha s  ma de  P EP  pa yme nts  e ve n in  s itua tions

24 whe re  the  pre -e s ta blis he d P EP  goa ls  we re  not me t. As  de s cribe d by S ta ff witne s s  Ra lph S mith in

25 his  s urre butta l te s timony:

26

27

28

"As  e xpla ine d in  the  Compa ny's  s upple me nta l re s pons e  to  da ta  re que s t
S TF ll.5(c  ) in the  re ce nt UNS  Ga s  ra te  ca s e , Docke t G-04204A-06-0463 :

51 Sunebuttal Test. (Ex. 2-58) at 27.
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"In 2005, P EP  ha d a  s imila r s tructure  a s  2004 with two prima ry goa ls .
Howe ve r, the  prima ry fina ncia l goa l wa s  now a  combine d fina ncia l me a sure  for
UNS  Ele ctric , UNS  Ga s  a nd TEP . The  s e cond prima ry goa l me a s ure d UNS
Ele ctric fina ncia l pe rforma nce , cus tome r a nd re lia bility goa ls , inte gra tion goa ls ,
and sa fe ty and employee  goa ls . S imila r to the  prior yea r, e ach of the  two primary
goa ls  wa s  we ighte d e qua lly a nd P EP  only pa id if the  prima ry fina ncia l goa l wa s
met. As  s ta ted in the  re sponse  to STF 11.5 b, the  2005 primary financia l goa l was
not me t."

1

2

3

4

5
As  e xp la ine d in the  utility's  s upp le m e nta l re s pons e  to S TF ll.5(b ): in the  re ce nt UNS  Ga s

6 ra te  ca s e , Docke t No. G-04204A-06-0463, which de s cribe s  the  s a m e  UniS ource  Ene rgy P EP  in

; which UNS  Ele ctric a ls o pa rticipa te s :

9

10

1 l

12

13

14 The  s tructure  of the  P EP  de te rmine s  e lig ib ility for ce rta in bonus  le ve ls  by me a s uring UES '

15 pe rforma nce  in thre e  a re a s : (1) fina ncia l pe rform a nce , (2) ope ra tiona l cos t conta inm e nt, a nd (3)

16 core  bus ine s s  a nd cus tom e r s e rvice  goa ls . Le ve ls  of a chie ve m e nt in  e a ch a re a  a re  a s s ig ne d

17 pe rce nta ge -ba s e d "s core s ." Thos e  s core s  a re  combine d to ca lcula te  the  fina l pa yout. The  a mount

18 ma de  a va ila ble  for bonus e s  purs ua nt to the  P EP  formula  ma y ra nge  from 50 pe rce nt to 150 pe rce nt

19 of the  ta rg e te d  p a ym e nt le ve l. The  fina nc ia l p e rform a nce  a nd op e ra tiona l cos t conta inm e nt

20 components  e ach make  up 30 pe rcent of the  bonus  s tructure , while  the  core  bus ine s s  and cus tomer

21 s e rvice  goa ls  a ccount for the  re ma ining 40 pe rce nt. The  P EP  progra m us e s  fina ncia l pe rforma nce

22 meas ures  we ighted a t 30 pe rcent, opera tiona l cos t conta inment we ighted a t 30 pe rcent, and cus tomer

23 s e rvice  goa ls  we ighte d a t 40 pe rce nt. S ha re holde rs  be ne fit from fina ncia l pe rforma nce , a nd a ls o

24 be ne fit be twe e n ra te  ca s e s  from  a ny ope ra tiona l cos t conta inm e nt tha t is  p roduce d. Achie ving  the

25 fina ncia l pe rforma nce  goa ls  would cle a rly be ne fit s ha re holde rs . Additiona lly, a chie ving  the  cos t

26 conta inme nt goa ls  would be ne fit s ha re holde rs  be twe e n ra te  ca s e s . The re  is  a ls o a  conce rn tha t

27 a tte m pts  to a chie ve  the  cos t conta inm e nt goa ls  could com e  a t the  ris k of de te riora ting  cus tom e r

28 s e rvice . While  a  60/40 or s ome  othe r s ha ring a lloca tion could be  us e d for ra te ma king purpos e s , the

20

" ... the  fina ncia l pe rforma nce  goa l, which wa s  a  trigge r unde r the  P EP  progra m
for UNS  Ele ctric, UNS  Ele ctric a nd Tucs on Ele ctric P owe r Compa ny ("TEP "),
wa s  not me t. The  fina ncia l pe rforma nce  goa l wa s  not me t, in pa rt, be ca us e  of
unpla nne d outa ge s  a t the  coa l ge ne ra ting units  which re quire d TEP  to purcha se
powe r on the  ope n ma rke t. In discuss ions  with the  Boa rd of Dire ctors , the  de s ire
wa s  to re cognize  e mploye e  a chie ve me nts  dis tinct from fina ncia l me a sure s . The
Boa rd  de e me d it a ppropria te  to  imple me nt a  S pe cia l Re cognition  Awa rd  to
e mploye e s  for a chie ve me nts  in 2005. Norma lly, P EP  is  pa id a t 50% to 150% of
ta rge t; the  S pe cia l Re cognition Awa re  wa s  pa id a t a pproxima te ly 42% of the
ta rge t for each of the  opera ting companies ."



S ta ff"s  re comme nda tion for a  50/50 s ha ring of P EP  e xpe ns e  is  cons is te nt with  the

7 Commiss ion's  recent decis ion in the  a ffilia ted UNS Gas  ra te  case . The  Commiss ion a lso recently

8 dis a llowe d a  portion of AP S 's  ince ntive  compe ns a tion e xpe ns e  in  De cis ion No. 69663 a nd

9 dis a llowe d a  portion of S WG's  ince ntive  compe ns a tion in De cis ion 68487, the  mos t re ce ntly

10 decided ra te  case  decis ion for SWG.

2.

1 50/50 sha ring recommended by S ta ff cons ide rs  tha t the re  is  bene fit to both sha reholde rs  and to

2 cus tomers  and is  a  reasonable  a lloca tion. Consequently, given the  s tructure  of the  PEP incentive

3 compe nsa tion progra m, a  sha ring of the  cos t of the  progra m 50/50 be twe e n sha re holde rs  a nd

4 ratepayers, similar to what the Commission decided in the UNS Gas rate  case, is  a lso reasonable  and

5 appropria te  for UNSE.

6

11

12 UNSE's  Brief a t pages  29-30 argue  for SERP. However, UNSE's  SERP expense  is  virtua lly

13 indis tinguis ha ble  from S outhwe s t Ga s ' S ERP  a nd is  ide ntica l to UNS  Ga s ' S ERP . In the  mos t

14 re ce ntly de cide d ra te  ca se s  for Southwe s t Ga s  Corpora tion a nd for UNSE's  a ffilia te , UNS Ga s ,

15 SERP expense was disallowed by the Commission.

Supplemental executive retirement plan (SERP).

16

17

18 31  c la ims  tha t:

3.

UNSE's Brief a t pages 30-31 addresses Stock Based Compensa tion. UNSE's  brie f a t pages

"S ta ff doe s  not dis pute  the  re a s ona ble ne s s  of UNS  Ele ctric's  tota l e xe cutive

19 compensa tion, which includes  the se  cos ts ." In fact, a  copy of the  mos t recent "Unisource  Ene rgy

20 Executive  Compensa tion - Compe titive  Compensa tion Review" da ted Octobe r 25, 2005 tha t was

21 prepared by Frederic W. Cooke & Co., Inc. was filed as a  confidentia l a ttachment (Attachment RCS-

22 10) to S ta ff witne ss  Ra lph Smith's  surrebutta l te s timony. Tha t s tudy shows  the  compensa tion of

23 TEP officers  in comparison to a  peer group that was se lected by the  Company. Staff questions how

24 UNSE could make the assertion about the alleged reasonableness of executive compensation in view

of the  a forementioned s tudy. Stock based compensa tion should be  disa llowed because  it puts  the

Stock based compensation and long-term incentive.

25

26

27

28

executive compensation into an excessive range, well beyond the peer group.

In the  most recently decided APS ra te  case , the  Commiss ion disa llowed APS' s tock-based

compensation. Page 36 of Decision 69663 in a  recent APS rate  case  indicates that the  Commission
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1

2

3

4

re je cte d a n a rgume nt by APS  tha t the  Commiss ion not look a t how compe nsa tion is  de te rmine d or

its  individua l components  :

5

6

7

8

9

1 0

1 1

1 2

1 3

"AP S  a rgue s  tha t the  is s ue  is  whe the r AP S  compe ns a tion, including
incentives , is  rea sonable . APS does  not be lieve  tha t the  Commiss ion should look
a t how tha t compe nsa tion is  de te rmine d or its  individua l compone nts , but ra the r
should jus t look a t the  tota l compensa tion. The  Company a rgues  tha t the  inte res ts
of inve s tors  a nd cons ume rs  a re  not in funda me nta l conflict ove r the  is s ue  of
fina ncia l pe rforma nce , be ca us e  both wa nt the  Compa ny to be  a ble  to a ttra ct
needed capital a t a  reasonable cost.

14

15

16 Thus , in Decis ion No. 69663, the  Commiss ion did make  an adjus tment to disa llow a  portion

17 of tha t u tility's  ince ntive  compe ns a tion e xpe ns e , s pe cifica lly the  s tock-ba s e d portion of AP S '

"We  a gre e  with S ta ff tha t APS' s tock-based compensa tion expense  should
not be  include d in  the  cos t of s e rvice  us e d  to  s e t ra te s . Contra ry to  AP S '
a rgument tha t we  should not look a t how compensa tion is  de te rmined, we  do not
be lie ve  ra te s  pa id by ra te pa ye rs  s hould include  cos ts  of a  progra m whe re  a n
employee  has  an incentive  to pe rform in a  manner tha t could nega tive ly a ffect the
Compa ny's  provis ion of s a fe , re lia ble  utility s e rvice  a t a  re a s ona ble  ra te . As
te s tified to by S ta ff witne ss  Dittme r and se t out in S ta ff's  Initia l brie f, "[e ]nhanced
ea rnings  leve ls  can sometimes  be  achieved by short-te rm management decis ions
tha t may not encourage  the  deve lopment of sa fe  and re liable  utility se rvice  a t the
lowe s t long-te rm cos t. For e xa mple , some  ma inte na nce  ca n be  te mpora rily
de fe rre d, the re by boos ting e a rnings . But de la ying ma inte na nce  ca n le a d to
s a fe ty conce rns  or highe r s ubs e que nt 'ca tch-up' cos ts ." [cite  omitte d] To the
extent tha t P innacle  West shareholders  wish to compensa te  APS management for
its  e nha nce d e a rnings , the y ma y do s o, but it is  not a ppropria te  for the  utility's
ra tepayers  to provide  such incentive  and compensa tion."

18 ince ntive  compe nsa tion wa s  disa llowe d.

19 Confide ntia l Atta chme nt RCS -10, which wa s  a tta che d to  S ta ff witne s s  Ra lph S mith 's

20 s urre butta l te s timony pre s e nte d a  copy of the  "UniS ource  Ene rgy Exe cutive  Compe ns a tion

Competitive  Compensa tion Review" da ted October 25, 2005 tha t was  prepared by Frederic W. Cook

& Co., Inc. (which wa s  provide d in a  supple me nta l re sponse  to S TF 22.10 in the  re ce nt UNS  Ga s

ra te  ca s e ). Tha t docume nt indica te s  tha t [BEGIN CONFIDENTIAL]

[E ND

21

22

23

24

25

26

27

28

CONFIDENTIAL]

S ta ff' s  cross  e xa mina tion of UNSE's  Cha irma n a nd CEO, Mr. P igna te lli, confine d tha t TEP

(a nd  UNS E) o ffice rs  ha ve  be e n  re ce iving  compe ns a tion  tha t is  [BEGIN CONFIDENTIAL]
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1

2 [END CONFIDENTIAL]

3 At page  8, line s  12-13 of his  rebutta l, Mr. Dukes  s ta ted tha t: "The  Company's  compensa tion

4 philosophy is  to pay a t approxima te ly 50% of the  marke t ra te  for its  employees ." Compensa tion tha t

5 is  substantia lly in excess  of 50% of the  marke t ra te  could presumably be  viewed as  unreasonable  and

6 even excessive . 111 addition to the  reasons described in Sta ff witness  Ralph Smith's  direct tes timony

7 for disa llowing this  cost, an additiona l a rgument could be  made  tha t the  compensa tion is  in excess  of

8 50% of the  marke t ra te , and consequently is  excessive  and should be  borne  by shareholders  and not

9 charged to ra tepayers.

10 Additiona lly, S ta ff' s  cross  e xa mina tion of RUCO witne ss  Rodne y Moore  confirme d tha t the

l l long te rm incentive  compensa tion expense  a s  described in the  UniSource  Proxy S ta tement53 (1) is

12 ta rge te d a t the  751211 pe rce ntile  of ma rke t54, (2) would ma ke  a  UniS ource  Ene rgy Corpora tion

13 executive 's  tota l compensa tion, including the  base  sa la ry, short-te rm incentive  (PEP), and long te rm

14 ince ntive  a t the  75"' pe rce ntile  of ma rke t ra te s  or highe r55. Us ing RUCO's  crite ria  for dis a llowing

15 portions  of utility ince ntive  compe ns a tion, the  long te rm ince ntive  a nd s tock based compensa tion

16 would need to be  disa llowed.

17

18

"Q- [BY MS . S COTT]:... If the  office rs ' long-te rm ince ntive  progra m a nd the  s tock-
based compensa tion puts  the  tota l compensa tion of the  small se lect group of high-
ra n kin g  o ffic e rs  o f Un iS o u rc e  E n e rg y C o rp o ra tio n  a b o ve  th e average
compe ns a tion for the  s imila r office r pos itions  a t the  pe e r g o u p c o mp mie s ,
would you a gre e  tha t ra te pa ye rs  of UNS Ele ctric should not ha ve  to pa y for tha t
excess compensation?

19

20

21

22

23 The long-term incentive  compensation and stock based compensation is  s imilar to the  SERP expense

24 tha t was  disa llowed in the  UNS Gas  ra te  case  in the  follow important respects : (1) it involves  the

25 provis ion of additiona l compensa tion to the  Company's  highes t pa id employees , (2) it is  re s tricted to

2 6
52

2 7 53

54

2 8 55

56

[BY MR. MOORE]: Ce rta inly it is  the  crite ria  or the  ra tiona le  tha t RUCO use s  to
make its  adjustment to the  SERP."56

Tr. at 109- 129 (Confidential portion).
Ex. S-2 (UNSE 2007 Annual Shareholders Meeting).
Tr. at 919-920.
Tr. at 920.
Tr. at 921-22.

A.
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2

3

4

J. Rate Case Expense.

a  se lect group of highly-compensa ted executives , and (3) like  SERP, if the  Company wishes  to

provide  additiona l benefits  to executives  tha t a re  in excess  of the  compensa tion programs applicable

to a ll other employees  it may do so a t the  expense  of its  shareholders . Moreover, pe r UniSource 's

own proxy s ta tement, the  purpose  of such compensa tion is  to a lign the  inte res ts  of the  participa ting

5 executives  with s tocldiolde rs , and such compensa tion would place  the  pa rticipa ting executives  with

6 tota l compensa tion a t the  75th pe rcentile  leve l, which by de finition exceeds  the  marke t ave rage  of the

7 pee r group (which is  measured a t the  50th pe rcentile ). Consequently, like  SERP, it is  not reasonable

8 to place  this  additiona l burden on ra tepaye rs .

9

10 The  Company is  requesting $600,000 for ra te case expense  normalized over three  year for an

l l annua l a llowance  of $200,000. S ta ff"s  te s timony demonstra ted tha t $600,000 is  infla ted and ins tead

12 a llowe d $265,000 for ra te  ca s e  e xpe ns e  norma lize d ove r a  thre e  ye a r pe riod re s ulting in  a n

13 a llowa nce  of $88,333 pe r ye a r. Although the  Compa ny a tte mpts  to jus tify its  infla te d e xpe nse  by

14 a s s e rting in  pa rt tha t this  is  the  firs t ca s e  unde r its  curre nt owne rs hip. Howe ve r, a  tra ns fe r of

15 ownership is  not an excuse to make ra tepayers pay excessive costs for ra te  cases.

16 The  Compa ny a ls o jus tifie s  the  high le ve l of e xpe ns e  be ca us e  it us e s  a  form of dire ct

17 a ss ignment ra the r than the  Massachuse tts  formula  in a ss igning cos ts  which it cla ims  Southwes t Gas

18 uses .57 Company witness  Dukes  a rgued tha t S ta ffs  re liance  on the  leve l of Southwest Gas  ra te  case

19 expense  was  misplaced s ince  TEP and Southwes t Gas  use  diffe rent a lloca tion procedures .58 UNSE

20 a rgue s  tha t S WG is  one  e ntity with ope ra tions  in Arizona , Ne va da  a nd southe rn Ca liflomia .59 The

21 Compa ny furthe r a rgue s  tha t be ca us e  TEP  is  a  comple te ly s e pa ra te  re gula te d utility, it indire ctly

22 a lloca te s  Exe cutive  a dminis tra tion cos t through a  s imila r Ma ssa chuse tts  Formula  a pproa ch.60 The

23 Commis s ion a pprove d a n a lloca tion policy for UniS ource  Ene rgy which us e s  the  Ma s s a chus e tts

24

25

2 6 57

27 5859

28 32

formula  in Decision No. 60480 da ted November 25, 1997. 61

UNSE Initia l Br. a t 31.
Da llas  Dukes  Rebutta l Tes t. (Ex. UNSE-24) a t 16.
Id . .
Id .
Da lla s  Dukes  Direct Tes t. (Ex. UNSE-23) a t 14.
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3
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The  Compa ny goe s  on to s ta te  while  TEP  indire ctly a lloca te s  Exe cutive  Adminis tra tion cos t

through the  Massachuse tts  Formula , it directly a lloca tes  the  actua l cos t for se rvices  provided to UNS

Ele ctric by s ha re d s e rvice  de pa rtme nts  of TEP .62 The  Compa ny s ta te s  tha t S outhwe s t Ga s '

juris dictiona l ope ra tions  ge t a pproxima te ly 55% of a ll s ha re d s e rvice  cos t from the ir Corpora te

e ntity. The  Compa ny furthe r s ta te s  tha t if it use d the  Ma ssa chuse tts  Formula  for a ll a dminis tra tive

and genera l support costs  from TEP, tha t its  a lloca tions  to TEP for shared se rvices  (labor & burdens)

7 would incre a s e  a pproxima te ly $2.3 million a nnua lly."

8 TEP  la bor cos ts  a lloca te d to the  ra te  ca se  a s  of July 2007, we re  a pproxima te ly $428,000.

9 Othe r outs ide  labor cos ts  tota ling $202,246 cons is t of outs ide  lega l counse l expenses , Dr. White , the

10 Compa ny's  de pre cia tion e xpe rt a nd othe r out of pocke t cos ts .64 This  tota ls  $629,966 for outs ide

l l services re la ted to the  ra te  case  for April, 2006 through July, 2007.65

12 S ure ly, the  Compa ny ca nnot be  a rguing tha t it would be  e ntitle d to e ve n more  ra te  ca s e

13 e xpe ns e  if it cha nge d its  a lloca tion me thodology. But this  a ppe a rs  to be  the  ca s e . S ta ff cannot

14 ve rify tha t Southwe s t Ga s ' Arizona  ope ra tions  a re  a ctua lly a lloca te d 55% of a ll sha re d se rvice  cos ts

5

6

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

from the ir corpora te  e ntity. But a s s uming tha t to  be  the  ca s e , e ve n with the  Ma s s a chus e tts

a lloca tion, the  Southwest Gas  ra te  case  expenses  were  much less  than UNSE is  proposing here . So

it is  difficult to unders tand how the  Company be lieves  tha t the  diffe rent a lloca tion processes  support

its  extremely high leve l of ra te  case  expense .

In the  re ce nt UNS  Ga s  ra te  ca s e , the  Commis s ion a dopte d the  ALJ 's  re comme nda tion of

$300,000 norma lized ove r a  three  yea r pe riod. In the  discuss ion, the  Commiss ion specifica lly noted

tha t the  a lloca tion method utilized by the  Company may pose  some problems as  well:

23

24

"On cros s -e xa mina tion, Mr. S mith a ls o e xpre s s e d a  conce rn with the  ove ra ll
a lloca tion me thodology us e d by TEP  for UNS  e xpe ns e s . He  te s tifie d tha t the
direct a lloca tion methodology used by TEP may result in a  double  recovery, to the
extent tha t the  same personne l a re  used for diffe rent companies , because  'it could
pote ntia lly re s ult in loa ding a  dis proportiona te  a mount of the ir cos t onto e a ch
utility to the ir ra te  ca se  they a re  working on' (Tr. a t 896097).,,66

25

26 Dallas Dukes Rebuttal Test. (Ex. UNSE-24) at 16.
Id. at 6-17.

27 Tr. at 812.
Tr. at 811.

28 UNS Gas Recommended Opinion and Order at p, 21-22 (adopted with modifications by the Commission on
November 8, 2007).

25

62

63

64

65

66



But more  importa ntly, this  is sue  doe s  not come  down sole ly to a n a ccounting is sue  a s  the1

2 Com pa ny a rgue s . It com e s  down to wha t is  re a s ona ble  in te rm s  of ra te  ca s e  e xpe ns e  for UNS E. As

3

4 "The  a m ount of $600,000 re que s te d by UNS  Ele ctric  is  ove r 2.5 tim e s  a s  high a s
the  a mount of ra te  ca se  e xpe nse  a llowe d by the  Commiss ion in the  S outhwe s t Ga s
ra te  ca s e ,  which wa s  $235,000 in  to ta l,  a nd which wa s  norm a lize d ove r a  thre e -
ye a r pe riod."67

Sta ff witness  Ra lph Smith noted:

5

6

7 In a ddition, the  ca s e  wa s  s imila r in s ize  to the  UNS  Ga s  ra te  ca s e  a s  we ll. The  Compa ny wa s

8 a ble  to be ne fit from the  work done  in UNS  Ga s  be ca us e  a  good numbe r of the  is s ue s  we re  the  s a me

9 for both UNS  Ga s  a nd UNS  Ele ctric .

10 In summary, the  ra te  case  expense  recommended by Staff of an annual a llowance  of $83,333

11 is  in line  with the  a nnua l a llowa nce s  the  Commis s ion re ce ntly gra nte d for UNS  Ga s , for a  s imila r

12 ra te  ca se . It is  a lso comparable  to the  norma lized annua l a llowance  for ra te  ca se  expense  granted in

13 the  mos t re cently decided Southwes t Gas  ra te  ca se . UNSE a rgues  tha t the  me thods  of cha rging for

14 corpora te  ope ra tions  for Southwe s t Ga s  a nd TEP  diffe r. S ta ff re comme nds  tha t this  be  inve s tiga te d

15 in the  curre nt TEP  a nd S outhwe s t Ga s  ra te  ca s e s . UNS E is  re que s ting a  norma lize d a nnua l

16 a llowa nce  of ra te  ca se  e xpe nse  of $200,000, ba se d on a  tota l of $600,000, norma lize d ove r thre e

17 yea rs . S ta ff does  not be lieve  tha t UNSE has  jus tified a  leve l of norma lized ra te  ca se  expense  tha t is

18 double  the  $100,000 recently granted to its  a ffilia te  UNS Gas .

19

20

IV. CO S T O F CAP ITAL

A.

The  Compa ny d is cus s e s  cos t o f ca p ita l a t pa ge s  40  th rough  53  of its  Brie f. S ta ffs

re comme nda tion to us e  the  Compa ny's  a ctua l ca pita l s tructure  s hould be  a dopte d. The  ca pita l

The Commission Should Utilize the Staff's Proposed Capital Structure.

21

22

23

24

s tructure s  use d by the  Compa ny a nd S ta ff a re  a ctua lly ve ry close . S ta ff has  proposed a  common

e quity ra tio of 48.83% compa re d to the  Compa ny's  propos e d e quity ra tio of 48.85%. S ta ff ha s

25 propos e d long-te rm de bt of 47.21% a nd s hort-te rm de bt of 3.96%, compa re d to the  Compa ny's

26 47.81% long-te rm de bt a nd 3.97% s hort-te rm de bt ra tios .68 S ta ffs  propos e d ca pita l s tructure  is

27

28 21 Ralph C. Smith Surrebuttal Test. (Ex. S-58) at 35.
Kenton C. Grant Direct Test. (Ex. UNSE-34) at 8.

26



B. The Commission Should Adopt StamPs Cost of Debt.

The  Compa ny ha s

The  diffe rence

The Commission Should Adopt Staffs Cost of Equitv.

1 ba se d upon the  a ctua l ca pita l s tructure  of the  Compa ny a s  of June  30, 2006.69 The  Compa ny's  is

2 based upon the  actua l capita l s tructure  of the  Company as  of June  30, 2007.70 The  diffe rence  is  due

3 to the  fa ct tha t S ta ff us e d a ctua l da ta  a s  of the  e nd of the  te s t ye a r, while  the  Compa ny's  da ta  is

4 based upon the ir financia ls  a s  of June  30, 2007.

5 The  Compa ny's  te s timony confirms  tha t this  ca pita l s tructure  is  in line  with indus try norms

6 and represents  a  reasonable  ta rge t for the  Company to ma inta in ove r the  long-run."

7

8 Aga in the  Compa ny a nd S ta ff a re  ve ry clos e  in the ir propos a ls . The  S ta ff ha s  propos e d a

9 cos t of long-te rm de bt of 8 .26% a nd a  cos t of s hort-te rm de bt of 6 .36%.73

10 proposed a  cos t of long-te rm debt of 8.22% and a  cos t of short-te rm debt of 6.36%.74

l l is  due  to the  fact tha t S ta ff used actua l da ta  as  of the  end of the  te s t yea r, while  the  Company's  da ta

12 is  based upon the ir financia ls  a s  of June  30, 2007.

13 c .

14 The  re a l diffe re nce  be twe e n the  Compa ny a nd S ta ff come s  down to the  cos t of e quity.

15 S ta ff's  recommended cos t of equity is  10% as  compared to the  Company's  proposed cos t of equity

16  o f 1  l.8%.

17 But the re  a re  s e ve ra l s e rious  proble ms  with the  Compa ny's  a na lys is . Compa ny witne ss

18 Gra nt's  DCF a na lys is  re sulte d in a  ra nge  of 9.7 pe rce nt to 10.5 pe rce nt.76 The  Compa ny's  CAP M

19 ana lys is  produced a  range  of 9.8% to 11.2%.77

20 sca le  for his  re comme nda tion due  to high le ve ls  of cus tome r growth, the  use  of his torica l te s t ye a r,

21 re fina ncing debt and re pla cing the  Compa ny's  e ne rgy s upply in 2008.78 Mr. Gra nt the n added 60

22 ba s is  points  a s  the  minimum ris k pre mium a pplica ble  to UNS E.79 He  de te rmine d tha t 60 ba s is

Mr. Grant s ta te s  tha t he  went to the  high end of the

2 3
69

2 4 70

72

25
74

2 6 76

77
27 is

79

28

73

David C. Parcell Direct Test. (Ex. S-52) at 18.
Id.
Kenton C. Grant Direct Test. (Ex. UNSE-34) at 9.
Id.
Kenton C. Grant Direct Test. (Ex. UNSE-34) at 3.
Kenton C. Grant Direct Test. (Ex. UNSE-34) at 19.
Kenton C. Grant Direct Test. (Ex. UNSE-34) at 18.
Tr. at 985.
Kenton C. Grant Direct Test. (Ex. UNSE-34) at 20.
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11
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1 3

14

1 5

16

17

points  was  appropria te  based upon obse rvable  diffe rences  in required ra te s  of re turn on specula tive

grade  versus  investment grade  corpora te  bonds.80 Mr. Gra nt furthe r te s tifie d tha t the  minimum

credit spread be tween a  BB-plus  and a  BBB-minus utility was approximate ly 60 basis  points .81

Ye t o n  c ro s s -e xa min a tio n  Mr.  G ra n t co n ce d e d  th a t th e  Co mp a n y h a d  like ly b e e n

experiencing s imila r growth ra te s  of 3 to 4% under Citizen's  ownership.82 He  a lso conceded tha t he

wa s  not a wa re  of a ny ins ta nce s  in which the  Commis s ion ha d incre a s e d its  a llowe d re turn for a

utility due  to high cus tomer growth.83

Mr. Gra nt's  re comme nda tion  is  ba s e d  upon the  h igh  e nd of the  CAP M ra nge , a nd he

a cknowle dge d on cross -e xa mina tion tha t the  ll.2% re comme nda tion for the  proxy group unde r the

CAPM wa s  de te rmine d by the  re sults  for jus t one  compa ny, UIL Holdings .84 In fa ct, URL Holdings

is  the  only proxy compa ny with a  CAP M re sult a s  high a s  ll pe rce nt.85 Ha d he  use d the  mid-point

of the  ranges , his  recommendation would have  been very s imila r to Mr. Parce ll's .86

Furthe r, a s  dis cus s e d in S ta ff's  Initia l Brie f, the  Compa ny's  CAP M re s ults  a re  a ls o much

diffe re nt tha n S ta ff's  be ca us e  it re lie d only upon a rithme tic a ve ra ge  diffe re nce  be twe e n la rge

compa ny s tock a nd long-te rm Tre a sury bonds , ra the r tha n us ing multiple  source s  of risk pre mium

measures . 87 In the  UNS Gas case , the  Commission a lso found tha t the  Company's  use  of a rithmetic

re turns  only in ca lcula ting a  compa ra ble  compa ny CAP M wa s  ina ppropria te . The  Commis s ion

18 stated:

19

20

"We  a gre e  with the S ta ff and RUCO witne sse s  tha t it is  a ppropria te  to cons ide r
the  geometric re turns  in ca lcula ting a  comparable  company CAPM because  to do
othe rwis e  would fa il to  give  re cognition to the  fa ct tha t ma ny inve s tors  ha ve
access  to such information for ptuposes  of making investment decis ions .»88

21
Whe n it come s  right down to it, the  Compa ny re lie s  upon the  s a me  fa ctors  in this  ca s e ,

22
growth, s ma lle r s ize , a nd lowe r cre dit ra tings  to jus tify a  ra te  of re turn a t the  highe s t point of its

23

2 4
80

25 81

82

2 6 83

84

2 7 85

86

87

2 8 so

Id. a t 986.
Id .
Tr. a t 987.
Id. a t 988.
Tr. a t 1024-25.
Tr. a t 1024.
David C. Purcell Direct Tes t. (Ex. S-52) a t 35.
Id. a t p. 32.
UNS Gas  Recommended Opinion and Order a t 45 (Docket No. G-04204A-06-0463 et a l.).
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1 ana lys is  plus  a  60 bas is  point adjus tment.89 In the  UNS  Ga s  ca se , the  Commiss ion a dopte d the

2 ALJ 's  re comme nda tion of 10.0% which ha d be e n propose d by S ta ff witness Parce1l.90

3 Additiona lly, UNS E's  a lle ge d a bove -a ve ra ge  ris k which it a ttribute s  to its  non-inve s tme nt

4 gra de  bond ra ting a nd its  s ma ll s ize  a re  of the  Compa ny's  own ma king. Whe n UNS  Ele ctric wa s

5 forme d from the  Citize ns ' prope rtie s , UniS ource  Ene rgy chos e  to fina nce  the  ne w compa ny with

6 only 35% common e quity, which is  le s s  e quity tha n the  typica l e le ctric utility. At the  time  TEP  a nd

7 UniS ource  Ene rgy did not ha ve  inve s tme nt gra de  ra tings  on the ir own. The  combina tion of the s e

8 two fa ctors  la rge ly a ccount for the  ra tings  of UNS E. In a ddition, UNS E wa s  a  "ne w" compa ny in

9 2003 s ince  it ha d pre vious ly be e n a  divis ion of Citize ns  a nd not a  s e pa ra te  e ntity. As  fa r a s  its

10 s ma lle r s ize , if UniS ource  Ene rgy wa nte d UNS E to be  a  bigge r e ntity, it could ha ve  combine d it

l l with TEP  or with UNS  Ga s .

12

13 As discussed above , UNSE used the  method of trending the  Origina l Cost Rate  Base

14 (OCRB) us ing a va ila ble  infla tion inde xe s  such a s  the  Ha ndy-Whitma n Inde x. S ta ff a cce pte d

15 UNSE's  RCND me thodology, but cautioned aga ins t granting UNSE a  revenue  requirement on fa ir

16 va lue  ra te  base  (FVRB) tha t was  subs tantia lly highe r, because  the  recent acquis ition of UNSE from

17 Citizens  Te lecommunica tion Company a t a  subs tantia l discount to book va lue  cas t doubt upon

18 whe the r the  traditiona l RCND measurement was  a  good indica tor of the  fa ir va lue  of the  prope rty in

19 this  pa rticula r fa ct s itua tion.

20 Mr. P igna te lli a cknowle dge d during the  he a ring tha t the  ra te  ba se  is  45 pe rce nt lowe r tha n

21 the  actua l cos t of those  a sse ts . Mr. Grant te s tified tha t "[b]y virtue  of the  acquis ition, we  reduced the

22 compa ny's  inve s tme nt in the  pla nt by a pproxima te ly $93 million."91 The  $93 million a cquis ition

23 adjustment is  s till there  as  a  reduction to ra te  base  and its  be ing amortized over time.

24 The  price  pa id by UniS ource  Ene rgy in 2003 indica te s  tha t the  price  a  willing a nd informe d

25 buye r (UniS ource ) pa id to  a  willing a nd informe d s e lle r (Citize ns ) wa s  fa r le s s  tha n the  RCND

D. The Companv's Solution to the Chapparal Case Would Produce a Windfall.

26
2 7 89

90

9128 93

See UNS Gas Recommended Opinion and Order, p. 41.
Id. at 44.
Tr. at 1002 .
Tr. at 1048-50.
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1

2

3

measurement pre sented by the  Company in this  case , ca s ting cons ide rable  doubt on RCND's  va lue

for ra te  malting purposes.

4

[BY MS . S COTT]: Would you a gre e  tha t one  me thod for de te rmining fa ir
va lue  is  to look a t the  price  a  willing a nd informe d buye r would a pply to a
willing a nd informe d se lle r?

5 [BY MR. GRANT]: think tha t's  one  indica tion of fa ir va lue .

6

7

Did the  price  tha t UniS ource  pa id  to  Citize ns  Utilitie s  for the  na tura l ga s
u tility re p re s e n t a  p ric e  a  willin g  a n d  in fo rm e d  b u ye r wo u ld  p a y to  a
willing a nd informe d s e lle r?

8 Are  you re fe rring to the  2003 purchase  of UNS Gas?

9 Ye s .

10

Q.

A. We were  both willing and informed pa rtie s  to tha t transaction.

11 Q. UNS  Ele ctric wa s  a ls o a cquire d in Augus t of 2006, corre ct: Or 2003. I'm
s orry.

12
A. Right.

13

14
And the  a cquis ition price  the re  re pre s e nte d a n a rm's  le ngth tra ns a ction
be tween a  willing and informed se lle r Citizens , and a  willing and informed
buyer, STEP/UniSource , did it not?

15
An d  ye s ,  we  we re  willin g  a n d

16
UniS ource  Ene rgy wa s  the  purcha s e r.
informe d.

17

18

Because  of the  recent a cquis ition, shouldn't the  origina l cos t approxima te
the  fa ir va lue  be ca us e  of the  a cquis ition  from Citize ns  Utilitie s  wa s
be tween a  willing and informed buyer and se lle r?

19 A. Could you repea t tha t question for me?

20 Q.
21

Because  of the  recent a cquis ition, shouldn't the  origina l cos t approxima te
the  fa ir va lue  be ca us e  of the  a cquis ition  of Citize ns  Utilitie s  .- from
Citize ns  Utilitie s , which wa s  be twe e n a  willing a nd informe d buye r a nd
se lle r?

22

A.
23

24

25

Well, the  va lue  tha t exchanged hands  in 2003 was  wha t I would cons ide r
to  be  fa ir ma rke t va lue . The  de fin ition  of fa ir va lue  for ra te  s e tting
purpos e s  could ve ry we ll be  diffe re nt. And I be lie ve  h is torica lly the
Commiss ion ha s  ta ke n into a ccount re pla ce me nt cos t of pla nt a nd tha t of
de pre cia tion a s  one  of those  fa ctors . S o I ca n s e e  how the  two could be
diffe re nt.

26 But in your opinion could they be  the  same?

27

Q-

A.

28

Could  the y be  the  s a me ?  We ll, you 're  ta lking  a bout a  va lue  in  2003
versus  a  va lue  in 2006. So they could be  the  same , but I doubt it because
the  fa ir va lue  you're  ta lking about for ra te  se tting is  a s  of June  of '06.

A.

Q.

A.

Q.

A.
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1

2

3

4

Q-

A.

But shouldn't the  origina l cos t approxima te  the  fa ir va lue  he re?

5

6 Even though Mr. Grant a ttempts  to dis tinguish fa ir va lue  from fa ir ma rke t va lue  in the  above

7 te s timony, the re  is  little  doubt tha t the re  a re  unique  circums ta nce s  in this  ca s e  which ma ke  the

8 RCND ca lcula te d by the  Compa ny of little  va lue  for ra te ma king purpose s .

9 Rote  a pplica tion of the  we ighte d a ve ra ge  cos t of ca pita l to the  Compa ny's  "fa ir va lue " ra te

10 ca s e , a s  urge d by UNS E, would produce  a  windfa ll to the  Compa ny, e ve n more  s o in this  ca s e ,

l l because  of the  limited va lue  of the  Company's  RCND for ra te  making purposes .

Aga in, it depends  on the  context in which you're  us ing the  te rm fa ir va lue .
If you 're  u s ing  the  te rm fa ir va lue  fo r ra te  s e tting , I th ink the re  a re
additiona l factors  ove r and above  the  purchase  price  in 2003 tha t need to
be  cons ide re d. If you're  ta lking a bout a  tra ns a ction be twe e n two willing
a nd informe d buye rs , it's  pos s ible  tha t the  fa ir ma rke t va lue  toda y would
approximate original 008t.,,93

1 2 Mr. Smith te s tified as  to this  issue  a t the  hea ring:

1 3

1 4

"I a nd S ta ff witne s s  Da ve  P urce ll de s cribe  how S ta ff ha s  prope rly a djus te d
we ighte d cos t of ca pita l tha t wa s  de ve lope d for a n a pplica tion to a n origina l cos t
ra te  base  to de rive  the  fa ir va lue  ra te  of re turn tha t is  applied to the  fa ir va lue  ra te
base.

1 5

1 6
Sta ffs  pos ition is  tha t the  propose d me thod of de te rmining the  ra te  of re turn tha t
is  applied to fa ir va lue  ra te  ba se  is  appropria te  and supported by va lid e conomic
and financia l theory.

More ove r, S ta ff' s  pos ition is  tha t this  me thod a ppropria te ly complie s  with the
guidance  provided by the  Arizona  Court of Appea ls  in a  recent decis ion involving
Chapa rra l City Wate r Company.

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

My te s timony de scribe s  how Unisource  Ene rgy a cquire d the  e le ctric utility from
Citize ns  Communica tions  in Augus t of 2003. Conse que ntly, a s  of the  da y of the
a cquis ition, the  fa ir va lue  of the  a sse ts  a cquire d from Citize ns  would be  e qua l to
the  purcha se  price  pa id by UniS ource . The  a cquis ition of the  e le ctric utility wa s
the  re s ult of a n a ;rm's  le ngth tra ns a ction be twe e n a  willing a nd infonne d buye r
and a  willing and informed se lle r.

2 5

2 6

2 7

2 8

UniSource  ha s  told us  in re sponse  to da ta  re que s ts , which a re  cite d in my dire ct
a nd surre butta l te s timony, tha t informa tion conce rning re cons truction cos t ne w,
re co n s mctio n  co s t n e w d e p re c ia te d ,  Ha n d y-Wh itma n  In d e x in fo rma tio n ,
Ma rs ha ll Inde x informa tion, Bure a u of La bor S ta tis tics  informa tion wa s  give n
little  or no we ight by UniS ource  in de ciding how much to pa y for the  e le ctric
utility. The  a rms length transaction tha t has  occurred, the re fore , demonstra tes  tha t
the  RCND was  not a  good e s tima te  of the  fa ir va lue  of this  utility a s  of the  da te  of
the  acquis ition.

The  price  pa id in an a rms-length transaction would represent the  fa ir va lue  of the
utility a s  of the  da te  of the  acquis ition. The  price  pa id was  subs tantia lly be low the

3 1



1

2

3

4 At the  he a ring, the  Compa ny a tte mpte d to s ugge s t tha t S ta ff's  me thodology did not give

5 recognition to fa ir va lue  ra te  ba se  and tha t it would produce  the  same  re sults  no ma tte r wha t the  fa ir

6 va lue  of the  Compa ny wa s . 95 The  Compa ny a ls o trie d to s ugge s t tha t S ta ff's  me thod wa s  jus t

7 a nothe r wa y of me re ly ba cking into a  fa ir va lue  ra te  of re turn us ing OCRB, a nd tha t S ta ff's me thod

8 did not produce  any increment to recognize  fa ir va lue .96 But this  is  incorrect a s  Mr. Pa rce ll te s tified

origina l cos t de pre cia te d book va lue .
re ce ntly in Augus t of 2003, this  sugge s ts  tha t us ing RCN a nd RCND informa tion
to e s ta blis h the  fa ir va lue  of the  utility ra te  ba s e  in the  curre nt ra te  ca s e  could
potentia lly result in a  subs tantia l overs ta tement of the  fa ir va lue  ra te  bas ing9of the
Commiss ion's  traditiona l me thods  for de te rmining the  fa ir va lue  ra te  base ." 4

Be ca us e  the  a cquis ition occurre d fa irly

[B Y S TAF F  ATTO R NE Y S C O TT]. . . [D]o  yo u  re c a ll Mr .
addressed tha t ca lcula tion in his  tes timony?

S mith

9 in the  following pa s s a ge .

10 "Q .

11

12

13

14

A. [BY S TAFF WITNES S  P ARCELL]: Ye s . In  fa ct, ba s e d  upon working
the  ca se  and othe r ca se s  with Mr. Smith on this  is sue , I'm informed of the
fact tha t it ha s  diffe rent re sults  for eve ry company u sea . It's  not a  circula r
re s ult a t a ll. It produce s  diffe re nt type s  of numbe rs  for e a ch compa ny in
Arizona  a s  it is  a pplie d."

The  Commiss ion should a cce pt S ta ff's  me thodology for re cognizing fa ir va lue  ra te  ba se  in

this  case . The  Company's  proposa l would result in a  windfa ll a t the  expense  of ra tepayers .
1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

v . BLACK MOUNTAIN GENERATING STATION (¢cBMGss9)_

23

24

S ta ff oppose s  the  Compa ny's  proposa l to include  $60 million for BMGS  in ra te  ba se .97 No

argument a sse rted in the  Company's  opening brie f a lte rs  S ta ff's  pos ition during the  course  of these

proceedings  tha t the  inclus ion of $60 million for BMGS is  pos t te s t yea r adjus tment tha t viola te s  the

traditiona l te s t yea r ma tching concept. Although the  S ta ff acknowledges  the re  may we ll be  financia l

a nd ope ra tiona l be ne fits  for the  Compa ny if it a ctua lly a cquire s  BMGS , the  timing of inclus ion of

$60 million for the  plant in this  ra te  ca se  is  not in accordance  with sound ra temaking principle s ."

Contra ry to the  Company's  a sse rtions , this  is  not the  case  in which the  Commiss ion needs  to

de te rmine  the  a llowa nce  of $60 million for pos t te s t ye a r pla nt in ra te  ba s e ." S ta ff continue s  to
25

2 6 94

95

2 7 96

97

98

2 8 99

Tr. at 1197-98.
Tr. at 1181-84.
Id.
Tr. at 1231-32.
Tr. 15 1236-37, R. Smith Direct Test. (Ex. S-5 at 89-92; R. Smith Surrebuttal Test. (Ex. S-58 at 64-65.
UNSE Initial Brief at 77.
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re comme nd tha t if the  Compa ny purs ue s  its  p la ns  conce rn ing  BMGS , it s hould  cons ide r a n

the  Compa ny to de fe r the  re cove ry of e xpe ns e s  re la te d to the  pla nt until its  ne xt ra te  ca s e . This

would more  close ly synchronize  the  timing of the  opera tion of the  plant with ra te  recovery.101

5 Although the  Company a rgues  tha t an accounting orde r is  not a  sa tis factory option because

6 of a lle ge d ca s h flow impa cts , its  pos ition ignore s  the  fa ct tha t the  pla nt will be  built by a n a ffilia te ,

8 the  open marke t and recover its  ope ra tiona l expenses .103 There  is  no issue  of cash flow impact from

9  cons truc tion  o f BMGS by the  a ffilia te  on the  re gula te d utility, unle s s  the re  is  a  tra ns fe r from the

10 a ffilia te . The  timing of a ny tra ns fe r of the  pla nt to UNS E could be  coordina te d with a  ra te  ca s e

l l filing for a ppropria te  ra te  re cove ry. Ra lph Smith Dire ct 90-91, Surre butta l, 64-67.

12 The  Compa ny s ta te d a t pa ge  5 of Mr. La .rs on's  dire ct te s timony tha t, if the  Commis s ion

13 re jects  its  proposa l for a  pos t-te s t yea r adjus tment to ra te  ba se  for BMGS, it could e lect to ente r into

14 a  purcha se d powe r a gre e me nt ("P P A") with its  a ffilia te , UEDC. He  s ta te s  tha t the  te rms  of the  P P A

1

2

3

4

15

16

17

18

would be  s ubje ct to a pprova l by the  Commis s ion a nd by FERC. Bypa s s ing the s e  a pprova ls , by

pe rmitting UNS E to include  BMGS  in ra te  ba se  in the  curre nt ra te  ca se , is  not ne ce s sa rily a  good

ide a . Approva l of P P As  with a ffilia te d pa rtie s  is  inte nde d to provide  a  s a fe gua rd for ra te pa ye rs  to

pre ve nt a buse s .

19 The re  a re  s e ve ra l conce rns  with a pproving ra te  ba s e  tre a tm e nt of BMGS  in the  curre nt ra te

20 ca s e ,  inc lud ing  the  unce rta in tie s  re la ting  to  the  p la n t.  O ne  of the  prim a ry de fic ie nc ie s  is  tha t the

2 1 pla nt is  not e xpe c te d to  be  in  com m e rc ia l ope ra tion until Ma y or J une  of 2008. This  is  we ll be yond

22 the  e nd of the  te s t ye a r in the  curre nt UNS  Ele ctric ra te  ca se , a nd is  s e ve ra l months  be yond e ve n the

23 s che dule d he a ring. Cons e que ntly, this  pla nt a ddition doe s  not qua lify a s  a  pro form a  a djus tm e nt to

24 pla nt in s e rvice .

25

26

27

28

100

101

102

103

R. smith Direct Test. (Ex. s-56) at 90.
R. Smith Direct Test. (Ex. S-56) at 91.
Tr. at 192-93 .
Tr. at 1232-33.
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1 In the  curre nt UNS  Ele ctric ra te  ca s e , BMGS  would not qua lify for a n e xce ption to  the

2 inclus ion of CWIP  in ra te  ba s e  be ca us e  only minima l, if a ny, cos ts  ha ve  be e n incurre d by UNS

3 Electric in the  te s t yea r. As  of the  end of the  te s t yea r, it appea rs  the  Company had not incurred any

4  co s t fo r BMGS cons truction. The  re sponse  to STF 11.2 s ta te s  tha t none  of the  Company's  end-of-

5  te s t-ye a r CWIP  ba la nce  include s  BMGS  cos t. Additiona lly, S ta ff's  e ngine e ring re port, which

6 reported on the  re sults  of a  s ite  vis it made  in June  2007 among othe r things , revea led ve ry little  work

7 ha s  a ppa re ntly be e n done  a t the  pla nt s ite . It a ppe a rs  tha t cos ts  re la te d to BMGS  cons truction a re

8 be ing recorded on the  books  of the  a ffilia te , UEDC, ra the r than on UNS Electric's  books .

9 Additiona lly, the re  is  unce rta inty re ga rding the  tota l cos t of the  pla nt. The re  is  unce rta inty

10 re ga rding whe the r the  owne rs hip of the  pla nt would be  a t the  utility, UNS  Ele ctric, or with  the

l l a ffilia te , UEDC. The re  is  unce rta inty re ga rding whe the r it would be  more  e conomica l for UNS

12 Ele ctric a nd its  ra te pa ye rs  for the  utility to own the  pla nt or to obta in powe r by some  othe r me a ns .

13 Give n the  s ubs ta ntia l unce rta intie s  re ga rding BMGS , S ta ff be lie ve s  it would be  pre ma ture  a nd

14 inappropria te  to approve  the  Company's  reques t for ra te  base  inclus ion.

15 It not known whe the r ha ving UNS  Ele ctric purcha s e  a  pe a king unit s uch a s BMGS is  the

16 mos t e conomica l a lte rna tive  to obta in powe r for the  short, inte rme dia te  or long-te rm. While  UNS E

17 ha s  a lle ge d tha t owning BMGS would provide  ope ra tiona l a nd fina ncia l be ne fits  to the  Compa ny,

18 a nd S ta ff ha s  found tha t the re  a ppe a rs  to be  s ome  me rit to s uch a s s umptions , it is  difficult to

19 adequa te ly eva lua te  whe the r BMGS will cause  additiona l ra te  increases , or to e s tima te  the  extent of

20 such future  ra te  increases, s ince  the  tota l cost of the  plant is  not known.

21 In te rms  of the  impa ct on ca sh flow, the  Compa ny's  proposa l is  to ha ve  BMGS  include d in

22 ra te  ba se  by a  "revenue  neutra l" ra te  re cla ss ifica tion tha t appa rently would not re sult in any ne t ra te

23 adjus tment. It is  unclea r how the  Company's  proposed "revenue  neutra l" ra te  recla ss ifica tion would

24 re s ult in a  s ubs ta ntia l improve me nt in the  Compa ny's  ca s h flow if it we re  to be  imple me nte d in a

25

26

27

28

may "revenue neutral" manner that did not result in a substantial net rate increase.

In  conclus ion, the  Compa ny's  re que s te d  ra te  ba s e  inclus ion of BMGS  in  the  curre nt ca s e  is

prema ture  and would bypass  too many regula tory sa fegua rds . The  Company's  proposed ra te  base
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1 inclus ion of BMGS  in the  curre nt ca s e  s hould be  re je cte d. The  ra te ma king tre a tme nt of BMGS

2 would most appropria te ly be  addressed in the  context of UNS Electric's  next ra te  ca se .

3 For the  rea sons  lis ted above , S ta ff continues  to be lieve  tha t inclus ion of BMGS in ra te  ba se

4 in the  current ra te  case  would be  premature  and inadvisable .

5

6 A.

7 In its  Initia l Brie f UNS E trie s  to mis cons true  S ta ff's  pos ition on TOU ra te s  in a n a tte mpt to

8 bols te r its  de s ire  to ma ke  TOU ra te s  ma nda tory. UNS E s ta te s  tha t the  prima ry obi e ctive  of a  TOU

9 ra te  is  to re duce  pe a k de ma nd by shitting consumption to off-pe a k pe riods .104 This  is  true . UNS E

10 then goes  on to s ta te  tha t the  Company cannot a chieve  its  goa l if cus tomers  do not pa rticipa te  in its

l l TOU program and tha t S ta ff Witness  Radigan agreed with this  premise .105 This  is  only true  in pa rt.

12 A true  reading of Mr. Radigan's  answer is  tha t he  agreed and tha t is  actua lly why he  disagreed tha t it

13 should be  manda tory TOU ra tes .106 As he  s ta ted on the  s tand "If you have  volunta ry customers  and

14 the y're  not cha nging the ir be ha vior, wha t good do you think you're  going to ge t by putting in a ll of

15 the se  ne w me te rs  a nd the n a mortizing the  cos t of the  old me te rs  if you don't e xpe ct tha t a nyone  is

16 going to change  the ir behavior." 107

17 The  Compa ny a rgue s  the  time  for e xpe rime nts , workshops  a nd discuss ions  re ga rding TOU

18 progra ms  a re  ove r, it is  time  for a ction.108 This  is  the  fa ce  tha t "in both the  s hort a nd long te rm,

19 the re  is  s imply no evidence  tha t manda tory TOU ra tes  a re  cos t e ffective"109

20 And tha t, a s  they say, is  the  problem. While  it is  cle a r tha t TOU me te rs  a re  more  cos tly and

21 the  Compa ny sha re holde rs  will ga in more  profit from the ir ins ta lla tion, a nd while  is  it is  known tha t

22 cus tome rs  tha t a re  curre ntly on TOU ra te s  ha ve  not cha nge d the ir be ha vior, a nd while  it is  known

23 tha t most customers  have  usage  so small tha t they can never pay for the  added cost of the  meter even

24 it the y did s hift us a ge ."0 The  re a l que s tion is  not whe the r its  time  for a ction but ra the r wha t could

VI. RATE DESIGN.

Mandatory TOU Rates.

25
104

2 6 105

106

107

2 7 108

109

2 8 110

UNS E Initia l Br. At 53.
Id .
Tr. a t 1259.
Id..
UNSE Initia l Br. a t 57.
F. Radigan Surrebutta l Tes t. (Ex. S-62) a t 4.
F. Radigan Direct Tes t. (Ex. S-61) a t 9-10.
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1 be done to make exis ting TOU ra te s  more  e ffective . S ta ff would support a  ma nda tory TOU only if it

2 is demonstrated to be cost effective. The  Compa ny ha s  not de mons tra te d tha t its  propos e d

3 manda tory TOU is  cost e ffective . There fore , the  Company's  proposa l should be  re j ected.

4 Mr. Radigan provided te s timony on this  point a t the  hea ring:

[BY UNS E  ATTO RNE Y LW E NG O O D]: Mr. Erdwurm te s tifie d  la s t
week regarding time-of-use  meters  and the  cost of those  meters?

5

6

7

8

9

10

11

12

13

[BY S TAFF WITNE S S  RADIG AN]: I would  d is a gre e  with  tha t
s trongly. I ha ve  s e e n tha t in s e ve ra l utilitie s  a cros s  the  country whe re
u tilitie s  a re  b o th  p la yin g  a n d  p ra yin g  o n  c o mmis s io n s '  d e s ire  fo r
cus tomers  to change  the ir usage  behavior. And wha t you're  see ing is  tha t
utilitie s  a re  now propos ing s ys te m wide  de ployme nt of a dva nce d me te r
technologies  and pulling out a ll of the  me te rs .

I've  s e e n utilitie s  tha t jus t ha d finishe d putting in AMR me te rs  a ll through
the ir se rvice  te rritory to save  on me te r reading cos ts , and now, because  of
the  commiss ion's  des ire  for time-of-use  me te rs , they say, oh, now give  me
$300 million more  so I can put in these  new advanced me te rs . And by the
wa y, the  112 million tha t I jus t put in, you ne e d to a mortize  tha t ove r a
couple  of ye a rs . Tha t's  the  ca se  in Conne cticut by Conne cticut Light a nd
Power, a  subs idia ry of Northeas t Utilitie s .

14 C o n  E d is o n  in  Ne w Yo rk,  th e  S ta ff in  th e  ra te  c a s e  th e re  ju s t
recommended aga ins t the  utility's  inves tment of $400 million for the  same
thing. It's  jus t you ha ve  to look a t the s e  things  on a  be ne fit/cos t ra tio.
Most cus tomers  the re  use  ve ry, ve ry little  ene rgy.

15

16

17

18

19

2 0

Con Edis on, for ins ta nce , ha s  the  highe s t ra te s  of a ny utility in the  country.
Th e  u s a g e ,  th o u g h ,  is  v e ry,  v e ry lo w. It ' s  o n ly  2 5 0  kilo wa t t  h o u rs  a
m onth . S o  yo u  n e e d  to  t ra d e  th e s e  th in g s  o ff a n d  s e e  wh a t  is  c o s t
e ffective ."111

Company witness  Erdwurm conceded on cross-examination tha t he  had done  no cost benefit

21 analysis  for the  designated classes for mandatory time-of use  ra tes . 112 In fact it appears  to be  the

22 Company's  position tha t it intends  to change  out its  exis ting mete rs  to TOU capable  mete rs

23 regardless  of whether it is  cost e ffective  of not.113 Sta ff in genera l supports  TOU ra tes  however it

24 a lso be lieves  in this  case  a  cost benefit s tudy should be  done  before  mandatory TOU ra tes  a re

implemented.25

26

27

28
111 Tr. at 1262-63.

112 Tr. at 476-477.

113 Tr. at 476-479.
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Ill I

B. In c lin in g  Blo c k Ra te s1

2 S ta ff a g re e s  with  the  c onc e p t o f inc lin ing  b loc k ra te s  to  e nc ou ra ge  c ons e rva tion .  In  the

3 s pe cific  s itua tion fa ce d by S ta ff in the  curre nt ca s e  with re s pe ct to de ve loping a  ra te  de s ign for UNS

4 Ele ctric , S ta ff found it impra ctica l to do be ca us e  s ome  cus tome rs  would ha ve  re ce ive d de cre a s e s  in

5 the ir bills  be ca us e  of the  s ma ll ra te  incre a s e  a nd the  incre a s e  to the  cus tome r cha rge . De cre a s ing a

6 cus tom e r's  b ill e ncoura ge s  cons um ption not cons e rva tion . Cons e que n tly,  it  wa s  no t p ra c tic a l to

7 im ple m e nt a n inclining block ra te  s tructure  in the  curre nt UNS  Ele ctric  ra te  ca s e  in conjunction with

8 S ta ff' s  propose d re ve nue  re quire me nt a nd the  incre a se  in cus tome r cha rge s  re comme nde d by S ta ff

9 Aga in, a t the  he a ring, S ta ff witne s s  Ra diga n dis cus s e d the  difficultie s  of imple me nting this

10 type  of ra te  s tructure  a t the  curre nt pa rticula rly with the  re ve nue  re quire me nts  re comme nde d by S ta ff

1 1 a nd RUCO:

12

13

14

c c
» [BY S TAFF ATTORNEY S COTT]: On the  inve rte d ra te  s tructure , you

sa id tha t when you look a t implementing tha t with the  s ize  of the  increase
he re , it jus t looked impractica l. Is  tha t because  of the  decrea se s  for some
cus tomers  and the  increa se s  for othe rs , or a re  the re  othe r re a sons  why it
seemed impractica l to you?

15 A.

16

17

18

19

20

[BY WITNES S  RADIGAN]: A la rge  pa rt o f it wa s  the  incre a s e  in  the
customer charge  was taking up a  lot of the  revenue  increase  tha t was be ing
a lloca ted to the  cla ss , and then the re  was  the  unbundling fea ture  of taking
out the  powe r s upply from the  ba s e  ra te . S o tha t le ft a  re s ulta nt s ma ll
numbe r. And whe n I trie d to put a  pe nny a  kilowa tt hour diffe re ntia l a nd
the n go ba ck a nd re de s ign the  ra te s  to you know, re cove r the  ta rge te d
revenue  requirement, I jus t found tha t some  cus tomers  were  ge tting a  ra te
de cre a se . And it jus t - my ba ck ground is  you jus t ge ne ra lly don't wa nt to
give rate  decreases when the company is getting an increase."114

At the  he a ring, the  Compa ny's  witne ss  Be ntle y Erdwurm a ppe a re d some wha t indiffe re nt to

2 1 the  pote ntia l ra te  im pa c ts  upon cus tom e rs  of a ll of the  m ultip le  ra te  de s ign cha nge s  the  Com pa ny

2 2 wa s  propos ing:

Q.23

24

25

[BY S TAFF ATTO RNE Y S CO TT]: And  you  would  a gre e  with  me ,
wouldn't you, tha t Mr. Radigan's  te s timony is  tha t his  conce rn s tems  more
from the  imple me nta tion of this  type  of incline d block ra te  s tructure  in
addition to a ll of the  othe r changes  tha t a re  be ing proposed, including the
incre a s e s  in cus tome r cha rge s , tha t this  could re s ult in a  wide  va rie ty of
ra te  impact, correct?

26

27

28
114 Tr. at 1268-69.

[BY CO MP ANY WITNE S S  E RDWURM]: Ye s . An d  I wo u ld  like  a
wide  varie ty 0 ra te  impacts  to accomplish a  conserva tion goa l.

A.
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1

2

3

4

But pe r those  wide  va rie ty of ra te  impa cts  tha t you spe a k of, those  could
be  a me liora te d, could the y not, if s ome  of the s e  diffe re nt ra te  de s ign
proposa ls  of the  Compa ny's  we re  imple me nte d in s ta ge s  a s  Mr. Ra diga n
has proposed?

The y could a ls o be  a me liora te d if cons ume rs  would re s pond by s hifting
usage  from on-peak to off-peak and trying to reduce  usage .H5

5

6 Mr. Erdwuim a lso a gre e d tha t some  s ignifica nt e duca tiona l e fforts  would be  re quire d to

7 imple me nt so ma ny cha nge s  in one  ca se ."6 In summa ry, while  S ta ff supports  the  conce pt of a n

8  inclin ing  b lock s tructure , it be lie ve s  tha t it would  be  more  pra ctica l to  imple me nt it in  the

9 Compa ny's  ne xt ra te  ca se .u7

10 c . Merging Mohave and Santa Cruz.

1 1

1 2 Cruz coLu1tie s ."8

13 F u ll m e rg e r o f ra te  s tru c tu re s  s h o u ld  o c c u r o ve r th e  C o m p a n y's  n e xt ra te  c a s e  ra th e r th a n  in

1 4 th is  c a s e .  Th e  g ra d u a l a p p ro a c h  wo u ld  m itig a te  th e  ra te  im p a c t a n d  s e n d  a  m o re  a p p ro p ria te  p ric e

Staff continues  to support a  more  gradua l merger of the  ra te  s tructures  for Mohave  and Santa

15 signal to customers.u9

16 S ta ffs  ra te  de s ign proposa l in this  ca se  took s te ps  towa rd ma king the  ra te  de s igns  of both

17 Countie s  the  s a me . Eve n the  Compa ny's  witne s s , Be ntle y Erdwurm, conce de d tha t S ta ff witne s s

18 Ra diga n's  propose d ra te  de s ign too a  ma jor s te p in s ignifica ntly de cre a s ing the  Sa nta  Cruz/Moha ve

19 ra te  diffe rentia l in this  case . 1z0

20 Howe ve r, S ta ff be lie ve s  tha t a ny re ma ining cha nge s  to both ra te  s tructure s  to ma ke  the m

21 ide ntica l s hould occur in the  ne xt ca s e . Mr. Ra diga n, S ta ff's  witne s s , re s ponde d to cla ims  tha t

22 ha ving diffe re nt ra te  s tructure s  wa s  s ome how dis crimina tory or not a ppropria te  a t the  he a ring on

23 this  ma tte r:

24 "Q. [BY RUCO
MACG RUDE R]:

ATTORNEY P OZEFS KY FO R MAR S HALL
S ince  the  la s t ra te  ca s e  in 1997, re s ide ntia l a nd s ma ll

25

2 6 115

116

2 7 117

118

119

2 8 120

Tr. at 480-81.
Tr. at 455-459.
Tr. at 1269-70.
Frank Radigan Direct Test. (Ex. S-61) at 14.
Id. at 14-15.
Tr. at 462.

Q.

A.
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I I

1

2

business customers in Santa  Cruz service  area  have been paying higher ra tes
tha t the ir e quiva le nts  in Moha ve  se rvice area. The  compa ny, RUCO a nd I
wa nt to e nd this  dis crimina tory pra ctice . Why do you fe e l it is  not fa ir to
end this  practice?

3

4

5

[BY S TAFF WITNES S  R.ADIGAN]: We ll, a s  a  give n, I a s s ume  tha t the
Arizona  Commission se t just and reasonable  ra tes  for Santa  Cruz in 1997, so
a t tha t time  the y we re  providing the  cos t of se rvice . And now tha t you ha ve
one  utility owning two s e rvice  te m'torie s  a nd the  ra te s  of one  a re  s lightly
highe r tha n the  othe r, it jus t me a ns  a  utility with le s s  e xpe ns ive  ra te s  or a
utility with more  e xpe ns ive  ra te s .

6

7

8

Now ove r time  tha t utility is  going to ope ra te  it a s  a  s ingle  e ntity. And a s
cos ts  incre a se , those  two cos ts  a re  going to me rge  for those  two se rvice
te m'torie s . But it's  not a  give n tha t the  S a nta  Cruz cus tome rs  right now
a re  pa ying too much. I a s sume  in 1997 the  Arizona  Commiss ion se t jus t
and reasonable rates.

9

10
S o it's  jus t a  ma tte r of you wa nt pos ta ge  s ta mp ra te s  for a  utility tha t ha s
the  s e rvice  te nitorie s  within the  s a me  s ta te . It's  jus t a  ma tte r, the n, of a
ra te  design goa l of how soon do we do tha t.

99121

11

12 D. Diffe re n tia l in  De ma nd  Cha rge .

13

14

15

16

17

1 8

1 9

20

21

Staff continues to oppose  a  change  in the  demand charge  differentia l because  the  Company's

propos a l la cke d cos t jus tifica tion.l22 As  dis cus s e d in the  re cord a nd in S ta ff's  Ope ning Brie f, the

Compa ny s hould conduct a  s pe cific cos t of s e rvice  s tudy to s upport a  propos e d cha nge  in the

diffe re ntia l, a nd include  the  is s ue  in its  ne xt ra te  proce e ding. 123 Compa ny witne s s  Erdwurm

conceded on cross-examina tion tha t he  had done  no such s tudy and was  re lying only upon his  own

judgme nt a nd the  ra te  diffe re ntia ls  of a nothe r Arizona  compa ny to support his  pos ition.l24 Ye t, he

conce de d tha t cos t is  a  ve ry importa nt fa ctor in s e tting a ny ra te s .125 He  a ls o te s tifie d tha t the

Company could pe rform such a  s tudy to de te rmine  the  appropria te  demand cha rge  diffe rentia ls  for

its next rate case.l26

22 E . P u rc h a s e d  P o we r.

23 The  la s t a re a  whe re  the re  is  disa gre e me nt is  the  purcha se d powe r. Ne ithe r pa rty use d the

24 cos t of se rvice  s tudy to rea lloca te  revenues  be tween se rvice  cla ss ifica tions , but S ta ff did use  it in the

25

2 6 121

122

2 7 123

124

125
28

126

Tr. a t 1322-23.
Id. a t 18.
Id. a t 5.
Tr. a t 465-469.
Tr. a t 469.
Tr. a t 469.

A.

39



VII. PURCHASED POWER FUEL ADJUSTMENT CLAUSE.

1 rate design.l27 The Company has presented no new arguments in its Initial Brief to prompt Staff to

2 change its position on this issue.

3

4 In its  rebutta l test imony,  UNSE accepted Staffs proposed PPFAC mechanism and the

5 proposed Plan of Administration (POA) that set forth the details of the PPFAC's operation.128 Both

6 Sta f f  and UNSE believe that Staff's proposed fonvard-looking PPFAC mechanism will effectively

7 mitigate the volatility in UNSE's power supply and delivery cost and send a better price signal to

8 customers. The proposed PPFAC would go into effect on June l, 2008, when UNSE starts using the

9 power supplies that will replace its current all-requirements contract with Pinnacle West.

10 UNSE and Staff agree on the PPFAC mechanism with the exception of two issues. Staff has

l l opposed UNSE's proposal to include an open-ended category of "Other Allowable Costs" in the

12  P P F AC . Second, after reviewing the confidential information that UNSE provided after Staffs

13 surrebuttal testimony had been completed, Staff became aware of a real possibility of a rate shock

14 situation, depending upon the market price of natural gaslzg, and therefore recommended a rate cap

15 to appropr ia tely balance (l) the interests  of UNSE in achieving current  recovery of fuel and

16 purchased power cost and avoiding large deferred balances with (2) the interests of customers in

17 experiencing rate shock due to temporary fluctuations in the cost of gas-fired generation used to

18 supply UNSE with its purchased power.

1 9

20
21 Staff recommends excluding an open-ended category of "Other" costs from the PPFAC. If

22 fluctuations in these costs, along with fluctuations in all of UNSE's other non-PPFAC includible

23 costs become significant, the Company could request recovery in base rates. Basically, the non-

24 PPFAC costs are treated as any other utility operating expenses that fluctuate between rate cases.

25 UNSE has failed to demonstrate that any other utilities in Arizona have been allowed to

26 include such costs in a PPFAC. With respect to APS, upon which the Staff-proposed PPFAC for

27 127

28 3;

A. UNSE's Proposed "Other Allowable Costs" Should Not Be Included In The
PPFAC.

Tr. at 1256.
M. DeConcini Rebuttal Test. (Ex. UNSE-15) at 8, 16; Attachment Ex. MJD-3 (POA)
UNSE's cost of purchased power is largely influenced by the cost of natural gas.
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1 UNSE is  mode led, the  Commiss ion's  Decis ion No. 69663 (June  28, 2007), s ta ted a t page  107 tha t:

2 "AP S  ha s  not de mons tra te d a ny re a s on tha t we  s hould cha nge  the  cos ts  tha t a re  a llowe d to be

3 recove red in the  adjus tor ..." In tha t decis ion, the  Commiss ion re j ected a  reques t by APS to include

4  b roke r fe e s  in  the  P S A. As  note d in  footnote  61 on pa ge  108 of De cis ion No. 69663, "S ta ff

5 continues  to be lieve  tha t broke r fee s  a re  not a llowable  PSA cos ts ."

6 UNSE's  PPFAC should be  limited to expenses  recorded in FERC accounts  501, 547, 555 and

7 565. Accordingly, in S ta ffs  propos e d P OA, unde r ite m 9-B, "Othe r Allowa ble  Cos ts " it provide s  a s

8 follows : "None  without pre -a pprova l from the  Commiss ion in a n Orde r." UNS E's  a tte mpt to a dd a n

9 a dditiona l "Othe r" ca te gory of P P FAC cos ts  to include  broke r's  fe e s , cre dit cos ts  a nd le ga l fe e s

10 s hould be  re je cte d.

1 1

1 2

13 In re file d te s timony, S ta ff did not support a  ca p on UNS E's  P P FAC. S ta ff ge ne ra lly a gre e d

1 4  with  UNS E  th a t: (1) be ca us e  UNS  Ele ctric is  in the  proce s s of a cquiring a nd de ve loping its

15 resource  requirements , it would not be  appropria te  to force  a  cap on the  PPFAC ra te  in this  pe riod of

16 flux; (2) a n ina ppropria te ly na rrow ca p could imprope rly e ncoura ge  s hort-te rm ra te  s ta bility a t the

17 e xpe nse  of se wing the  long-te rm inte re s ts  of cus tome rs  a nd (3) putting ina ppropria te ly na rrow ca ps

18 a nd colla rs  for ra te  s ta bility in the  short-te rm ca n le a d to la rge  de fe rra ls  tha t ca n ne ga tive ly impa ct

19 both the  Compa ny, ma king it a  riskie r inve s tme nt, a nd its  cus tome rs , who would be  re quire d to pa y

20 for UNSE's  prudently incurred de fe rra ls  of fue l and purchased power cos ts  eventua lly.

21

22 Company's  prob ected fue l and purchased power costs , and consequently the  potentia l impacts  of the

23 P P FAC, i.e ., the  informa tion conta ine d in Exhibits  UNS E 43 a nd 44, we re  re ce ive d a t a  re la tive ly

24 la te  point in the  ra te  ca s e . The s e  ke y .e xhibits  we re  re ce ive d by S ta ff a fte r S ta ffs  s urre butta l ha d

25 be e n comple te d. Only upon re vie w of s uch informa tion, did S ta ff be come  fully a wa re  of the  ve ry

26 re a l pos s ibility tha t a n unca ppe d P P FAC could le a d to a  s e rious  cus tome r ra te  s hock is s ue  for

27 UNS E's  cus tome rs . Upon re ce ipt of the  la rge ly confide ntia l informa tion conta ine d in Exhibits

2 8 130 See UNSE Initia l Brief a t 70.

B. Be c a u s e  Of Th e  Re a l P o s s ib ilitv Of A Ra te  S h o c k S itu a tio n , An  Ap p ro p ria te
Cap Should  Be  P laced  On The  PPFAC.

4 1



1 UNSE 43 and 44, S ta ff ultima te ly fe lt obliga ted to was  the  Commiss ion of the  rea l potentia l of such

2 a n P P FAC ra te  s hock is s ue , a nd to  offe r a ppropria te  re comme nda tions  for a ddre s s ing s uch a

3 s itua tion, should it occur.

4 Exhibit UNS E 43 illus tra te d how UNS  Ele ctric proje cts  tha t its  purcha s e d powe r a nd fue l

5 cost for the  period June  2008 through May 2009 is  prob ected to vary, depending upon the  price  leve l

6  o f na tu ra l ga s . Tha t e xhibit s hows  the  Compa ny's  e s tima te d tota l ra te s , including the  P P FAC

7 forward component ra te s , a t na tura l ga s  price s  of $6.00, $7.50 and $9.00 pe r MMBtu, re spective ly.

8  It s h o ws  th e  Co mp a n y's  fo re c a s t o f a  P P F AC fo rwa rd  c o mp o n e n t o f 0 .4 8  c e n ts /kW h  a t

9 $6.00/lv[MBtu natura l gas prices, and 1.73 cents  and 2.98 cents  a t $7.50 and $9.00 natura l gas prices.

10 The  tota l pe rce nta ge  incre a s e s  from pre s e nt ra te s  (including UNS  Ele ctric's  propos e d ba s e  ra te

l l increase) range from 8.8% at $6.00 natural gas, and were prob ected by the Company to be 21 .5% and

12 34.2% at $7.50 and $9.00 natura l gas prices, respective ly.

13 S ta ff be lie ve s  this  informa tion ra ise s  conce rns  a bout the  pote ntia l for cus tome r ra te  shock,

14 e s pe cia lly if na tura l ga s  price s  move  s ignifica ntly highe r tha n the  $7.50/MMBtu tha t UNS  Ele ctric

15 used as  the  bas is  for its  bill impact es timates  in Exhibit UNSE 44. Because  na tura l gas  prices  can be

16 ve ry vola tile , no one  currently knows with accLu'acy wha t na tura l gas  prices , and, by re fe rence , wha t

17 UNS  Ele ctric 's  powe r cos ts  will be , for the  pe riod J une  2008 through Ma y 2009 whe n the  firs t

18 P P FAC forwa rd compone nt would be  in e ffe ct.

19 In orde r to provide  a  re a s ona ble  s olution to the  ve ry re a l is s ue  of a  P P FAC ra te  s hock

20 s itua tion, S ta ff re comme nds  tha t the  Commiss ion impose  a n a nnua l ca p to a ddre ss  the  pote ntia l of

21 P P FAC ra te  s hock give n ne w informa tion pre s e nte d by UNS E. The  P S A tha t the  Commis s ion

22 a pprove d for AP S  conta ins  a n a nnua l ca p of 4 mills  which limits  the  a mount by which the  ne w

23 a nnua l ra te  ca n cha nge  from the  curre nt a nnua l ra te . 131 Tha t le ve l of a nnua l ca p would not be

24 a ppropria te  for UNS E be ca use  UNS E doe s  not own a ny ba se  loa d ge ne ra tion powe r cos ts  a nd its

power cos ts  a re  subject to a  highe r degree  of vola tility than a re  APS '. During cross  examina tion by

Sta ff and under Commiss ion ques tioning, UNSE witness  DeConcini sugges ted tha t, if a  cap were  to

25

26

27

28
APS' 4 mill cap, as it came out of the most recent rate case decision, is a limit on the amount of change that can

occur from the current annual rate to the new annual rate. The annual rate is the sum of the Forward, Historical, and
Transition components.

131
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1

2

3

4

5

6

7

8

9

10

11

12

13

be  impos e d on the  UNS E P P FAC, it would  ne e d to  re fle ct a  wide r ra nge  tha n the  4  mill ca p

conta ine d in the  AP S  P S A. Mr. De Concini s ugge s te d tha t one  wa y of de te rmining a  ca p for the

UNS E P P FAC would be  to e xa mine  the  vola tility of the  P P FAC ra te s  unde r a  ra nge  of na tura l ga s

price s . Tha t type  of a na lys is , including informa tion on cus tome r bill impa cts , is  e s s e ntia lly wha t

UNS E provide d in  Exhibits  UNS E 43 a nd 44.132 Us ing the  informa tion provide d in  Exhibits

UNS E 43 a nd 44, a n a nnua l ca p for UNS E's  P P FAC could be  de ve lope d tha t would be  ta ilore d to

UNSE's  unique  circumstances  and exposure  to power cos t price  vola tility.

RUCO ha d re comme nde d a n a nnua l ca p of 6 mills  in  its  dire ct te s timony. Howe ve r, a

re vie w of the  informa tion provide d in UNS E Exhibits  43 a nd 44, which we re  not a va ila ble  to the

partie s  a t the  time  of the  filing of direct (or even surrebutta l te s timony) revea ls  tha t a  cap se t tha t low

could e a s ily a nd pre dicta bly le a d to la rge  de fe rra ls  a nd s e rious ly pre ve nt UNS E from re a sona bly

prompt recove ry of its  prudently incurred fue l and purchased power cos ts . The re fore , S ta ff be lieves

the  PPFAC cap for UNSE has  to be  subs tantia lly grea te r than the  4 mills  used for APS or the  6 mills

15

16

17

18

19

20

21

14 RUCO had proposed for UNSE.

Us ing UNSE's  "ba se  fore ca s t" of powe r cos ts  (which a re  ba se d on na tura l ga s  a t $7.50 pe r

MMBtu), a n  a nnua l P P FAC ca p could  be  de ve lope d us ing  s uch informa tion . Ba s e d on the

informa tion shown in Exhibit UNS E 43, for e xa mple , S ta ff re comme nds  a  ca p of we re  s e t a t 1.73

ce nts  pe r kph for the  P P FAC forwa rd compone nt. This  would limit the  tota l ra te  incre a s e  (unde r

UNSE's  projections ) to approxima te ly the  21.5% shown on tha t exhibit.133 If the  cap for the  UNSE

P P FAC we re  e s ta blis he d  in  th is  ma nne r, the  1 .73  ce nts  pe r kph not be  e xce e de d without a

Commiss ion orde r.134 (This  would diffe r from APS ' cap which is  a  limit on change .)

22
132

23

24

25

26

27

28

UNS Electric also provided additional bill impacts in Ex. UNSE 45, assuming "solid fuel resources," i.e., a coal
plant, however, Staff views that scenario as speculative, and accordingly, does not accord it any weight in evaluating
what an annual cap on the UNSE PPFAC could be.
133 The 21.5% increase assumes that UNSE's full base rate increase request and its requested ratemaldng treatment of
Black Mountain Generating Station (BMGS) would be approved. If the Commission approves something less than
UNSE's full base rate request, the total increase would be lower. with respect to the impact of BMGS, UNSE witness
Grant testified under cross examination by Staff that the rate impacts shown on Ex. UNSE 43 would be similar with and
without the Company's requested ratemaldng treatment for BMGS .
134 Staffs recommendation, which is based on Ex UNSE 43, the 1.73 cents/kWh cap would apply to the PPFAC
forward component only and would "cap" the forward component. In the presentation of this, Staff's proposal was
referred to as a "hard cap", however, that tern carries connotations that were not intended. Even under Staffs proposed
cap, if the Company's cost of purchased power substantially exceeded the level in the Company's projections, the
Company could petition the Commission for a change to the PPFAC. The cap proposed by Staff is intended to prevent a
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6
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While  other parties  may diffe r as  to the  appropria te  leve l of a  ra te  cap, S ta ff' s  recommended

cap of 1.73 cents  pe r kph has  been pa ins takingly deve loped with the  objectives  of appropria te ly

ba lancing (1) the  need to she lte r cus tomers  from ra te  shock resulting from tempora ry fluctua tions  in

UNSE's  purchased power cos ts , and (2) the  Company's  need for time ly recovery of prudently

incurred fue l and purchased power costs  and desire  to avoid unnecessary deferra ls . In summary, the

Staff recommends an appropria te  annual PPFAC cap as discussed here in to prevent the  potentia l for

ra te  shock in this  case .

8 VIII.  DE MAND S IDE  MANAG E ME NT,  E P S /RE S T ADJ US TO R AND CARE S .

9

10

11

12

13

14

15

With respect to the  Demand S ide  Management programs, the  Company correctly noted in its

Initia l Brief, tha t these  would be  the  subj e t of a  separa te  proceeding.135 The  Compa ny a nd S ta ff

a ppe a r to be  in a gre e me nt on how the  DSM surcha rge  would ope ra te  a nd its  le ve l for purpose s  of

this  proce e ding.136 The  Compa ny in its  Initia l Brie f did not pre s e nt a ny is s ue s  re la ting to S ta ff's

te s timony on the  EP S /RES T Adjus tor, s o it a ppe a rs  to be  in a gre e me nt with S ta ffs  witne s s  J e rry

Anderson's  te s timony on this  point.

There  a re  two issues  in dispute  regarding the  Company's  CARES program, however.

Ms . Zwick, in he r opening comments , provided the  following ove rview of the  cus tomer ba se

17 in both Countie s  and the  importance  of the  CARES discount:

16

18

19

20

"J us t fo r in fo rma tiona l pu rpos e s ,  in  Moha ve  Coun ty 15 .3  pe rce n t o f tha t
community a re  living in pove rty, which means  an annua l income  of $20,650 for a
family of four, and in Santa  Cruz County the re  a re  24.5 pe rcent of the  popula tion
living in pove rty. So the re 's  a  grea t need for this  discount, the  CARES discount."

21

22 Firs t, the re  is  dis a gre e me nt be twe e n the  S ta ff a nd the  Compa ny re ga rding the  dis count

23 S ta ff re comme nds  re ta ining the  curre nt de c lin ing tie r s truc ture ,  while  the

24

25

26

27

28

rate shock situation from occurring. It is not intended to prevent the Company from recovering pnldently incurred fuel
and purchased power costs. If the 1.73 cent PPFAC forward component produced an under-collection of cost, the under
collection would be addressed in the PPFAC true-up component for the next period. If gas prices and power costs
increase substantially in UNSE's PPFAC filing for the forward component beyond what they are expected to be currently
(i.e., beyond the 1.73 cents per kph shown on Ex UNSE 43), the application of this cap on the PPFAC forward
component would essentially result in a deferral of cost recovery in order to avoid a rate shock situation.
135 UNSE's Initial Br. At 63 .

Id.
Tr. at 1330.

136

137
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Company is  re commending a  fla t discount of up to $8.00 pe r month for CARES cus tomers , and up

to $10.00 pe r month for CARES-M cus tomers .138 The  Company a rgues  in its  Initia l Brie f tha t the re

is  an incons is tency be tween S ta ffs  oppos ition to implementa tion of an inclining block ra te  s tructure

for cus tomer cla sse s  in gene ra l and its  pos ition with re spect to the  CARES discounts .l39 But aga in,

the  Company miscons trues  S ta ff' s  pos ition on inclining block ra te  s tructure . S ta ff typica lly supports

inclining block ra te  s tructure s  s ince  the y te nd to promote  cons e rva tion, howe ve r, in this  ca s e ,

because  of the  issues  discussed above , S ta ff is  recommending tha t any inclining block ra te  s tructure

be  cons ide re d a nd imple me nte d in the  Compa ny's  ne xt ra te  ca se .140 This  is  not incons is te nt with

Sta ff' s  pos ition with respect to mainta ining the  current ra te  s tructure  for the  CARES discount.

10

11

12
S ta ff continue s  to be lie ve  tha t s e pa ra te  re porting in this  ins ta nce  is

13

The  s e cond is s ue  re ga rding the  CARES  progra m ha s  to do with the  Compa ny s e pa ra te ly

reporting medica l CARES disconnects  in orde r to be  a ssured tha t they do not viola te  the  provis ions

of A.A.c. R14-2-211.141

necessary for tracking and compliance pLu'poses.
14

1 5 IX. UNS E P ROP OS ED RULE CHANGES .

16

17

18

S ta ff a ddre s s e d the  Colnpa ny's  propos e d rule  cha nge s  in its  Initia l Brie f. None  o f the

a rguments  pre sented by the  Company in its  Initia l Brie f have  led to any changes  in S ta ff's  pos itions

as  expressed in its  Initia l Brie f.

19

20

21

22

23

24

25

26

27
138

139

140
28

Id. at 1330-31.
UNSE's Initial Br. At 61 .
Tr. at 1330.

141 Tr. at 1330, Julie McNee1ey-Kirwan Direct Test. (Ex. S-66) at 15.
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1

2 In light of the  re cord he re in, S ta ff's  pos itions  re fle c t the  a ppropria te  ra te  ma king

3 trea tment of the  Company's  applica tion for a  ra te  increase .

4 The  Commiss ion should adopt S ta ff's  recommendations  in this  case  for a ll the  above  reasons ,

5 as  well a s  those  dis cus sed in S ta ff' s  opening brie f, and in S ta ffs  te s timony.

6 RES P ECTFULLY S UBMITTED this  19th da y of Nove mbe r 2007.

x . CONCLUSION.

<,
Maureen A. Scott, Senior S ta ff
Le ga l Divis ion
Arizona  Corpora tion Commiss ion
1200 West Washington Street
Phoenix, Arizona  85007
(602) 542-3402
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